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§220.1 Authority, purpose, and scope.

(a) Authority and purpose. Regulation
T (this part) is issued by the Board of
Governors of the Federal Reserve Sys-
tem (the Board) pursuant to the Secu-
rities Exchange Act of 1934 (the Act) (15
U.S.C.78a et seq.). Its principal purpose
is to regulate extensions of credit by
brokers and dealers; it also covers re-
lated transactions within the Board’s
authority under the Act. It imposes,
among other obligations, initial mar-
gin requirements and payment rules on
certain securities transactions.

(b) Scope. (1) This part provides a
margin account and four special pur-
pose accounts in which to record all fi-
nancial relations between a customer
and a creditor. Any transaction not
specifically permitted in a special pur-
pose account shall be recorded in a
margin account.

(2) This part does not preclude any
exchange, national securities associa-
tion, or creditor from imposing addi-
tional requirements or taking action
for its own protection.

(3) This part does not apply to:

(i) Financial relations between a cus-
tomer and a creditor to the extent that
they comply with a portfolio mar-
gining system under rules approved or
amended by the SEC;
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(ii) Credit extended by a creditor
based on a good faith determination
that the borrower is an exempted bor-
rower;

(iii) Financial relations between a
customer and a broker or dealer reg-
istered only under section 15C of the
Act; and

(iv) Financial relations between a
foreign branch of a creditor and a for-
eign person involving foreign securi-
ties.

[Reg. T, 63 FR 2820, Jan. 16, 1998]

§220.2 Definitions.

The terms used in this part have the
meanings given them in section 3(a) of
the Act or as defined in this section as
follows:

Affiliated corporation means a cor-
poration of which all the common
stock is owned directly or indirectly by
the firm or general partners and em-
ployees of the firm, or by the corpora-
tion or holders of the controlling stock
and employees of the corporation, and
the affiliation has been approved by
the creditor’s examining authority.

Cash equivalent means securities
issued or guaranteed by the United
States or its agencies, negotiable bank
certificates of deposit, bankers accept-
ances issued by banking institutions in
the United States and payable in the
United States, or money market mu-
tual funds.

Covered option transaction means any
transaction involving options or war-
rants in which the customer’s risk is
limited and all elements of the trans-
action are subject to contemporaneous
exercise if:

(1) The amount at risk is held in the
account in cash, cash equivalents, or
via an escrow receipt; and

(2) The transaction is eligible for the
cash account by the rules of the reg-
istered national securities exchange
authorized to trade the option or war-
rant or by the rules of the creditor’s
examining authority in the case of an
unregistered option, provided that all
such rules have been approved or
amended by the SEC.

Credit balance means the cash amount
due the customer in a margin account
after debiting amounts transferred to
the special memorandum account.

12 CFR Ch. Il (1-1-01 Edition)

Creditor means any broker or dealer
(as defined in sections 3(a)(4) and 3(a)(5)
of the Act), any member of a national
securities exchange, or any person as-
sociated with a broker or dealer (as de-
fined in section 3(a)(18) of the Act), ex-
cept for business entities controlling or
under common control with the cred-
itor.

Current market value of:

(1) A security means:

(i) Throughout the day of the pur-
chase or sale of a security, the secu-
rity’s total cost of purchase or the net
proceeds of its sale including any com-
missions charged; or

(ii) At any other time, the closing
sale price of the security on the pre-
ceding business day, as shown by any
regularly published reporting or
quotation service. If there is no closing
sale price, the creditor may use any
reasonable estimate of the market
value of the security as of the close of
business on the preceding business day.

(2) Any other collateral means a
value determined by any reasonable
method.

Customer excludes an exempted bor-
rower and includes:

(1) Any person or persons acting
jointly:

(i) To or for whom a creditor extends,
arranges, or maintains any credit; or

(ii) Who would be considered a cus-
tomer of the creditor according to the
ordinary usage of the trade;

(2) Any partner in a firm who would
be considered a customer of the firm
absent the partnership relationship;
and

(3) Any joint venture in which a cred-
itor participates and which would be
considered a customer of the creditor if
the creditor were not a participant.

Debit balance means the cash amount
owed to the creditor in a margin ac-
count after debiting amounts trans-
ferred to the special memorandum ac-
count.

Delivery against payment, Payment
against delivery, or a C.O.D. transaction
refers to an arrangement under which a
creditor and a customer agree that the
creditor will deliver to, or accept from,
the customer, or the customer’s agent,
a security against full payment of the
purchase price.
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Equity means the total current mar-
ket value of security positions held in
the margin account plus any credit bal-
ance less the debit balance in the mar-
gin account.

Escrow agreement means any agree-
ment issued in connection with a call
or put option under which a bank or
any person designated as a control lo-
cation under paragraph (c) of SEC Rule
15¢3-3 (17 CFR 240.15¢3-3(c)), holding
the underlying asset or required cash
or cash equivalents, is obligated to de-
liver to the creditor (in the case of a
call option) or accept from the creditor
(in the case of a put option) the under-
lying asset or required cash or cash
equivalent against payment of the ex-
ercise price upon exercise of the call or
put.

Examining authority means:

(1) The national securities exchange
or national securities association of
which a creditor is a member; or

(2) If a member of more than one self-
regulatory organization, the organiza-
tion designated by the SEC as the ex-
amining authority for the creditor.

Exempted borrower means a member
of a national securities exchange or a
registered broker or dealer, a substan-
tial portion of whose business consists
of transactions with persons other than
brokers or dealers, and includes a bor-
rower who:

(1) Maintains at least 1000 active ac-
counts on an annual basis for persons
other than brokers, dealers, and per-
sons associated with a broker or dealer;

(2) Earns at least $10 million in gross
revenues on an annual basis from
transactions with persons other than
brokers, dealers, and persons assocCi-
ated with a broker or dealer; or

(3) Earns at least 10 percent of its
gross revenues on an annual basis from
transactions with persons other than
brokers, dealers, and persons assocCi-
ated with a broker or dealer.

Exempted securities mutual fund means
any security issued by an investment
company registered under section 8 of
the Investment Company Act of 1940 (15
U.S.C. 80a-8), provided the company has
at least 95 percent of its assets con-
tinuously invested in exempted securi-
ties (as defined in section 3(a)(12) of the
Act).

§220.2

Foreign margin stock means a foreign
security that is an equity security
that:

(1) Appears on the Board’s periodi-
cally published List of Foreign Margin
Stocks; or

(2) Is deemed to have a ‘‘ready mar-
ket” under SEC Rule 15¢3-1 (17 CFR
240.15¢c3-1) or a ‘‘no-action’ position
issued thereunder.

Foreign person means a person other
than a United States person as defined
in section 7(f) of the Act.

Foreign security means a security
issued in a jurisdiction other than the
United States.

Good faith with respect to:

(1) Margin means the amount of mar-
gin which a creditor would require in
exercising sound credit judgment;

(2) Making a determination or ac-
cepting a statement concerning a bor-
rower means that the creditor is alert
to the circumstances surrounding the
credit, and if in possession of informa-
tion that would cause a prudent person
not to make the determination or ac-
cept the notice or certification without
inquiry, investigates and is satisfied
that it is correct.

Margin call means a demand by a
creditor to a customer for a deposit of
additional cash or securities to elimi-
nate or reduce a margin deficiency as
required under this part.

Margin deficiency means the amount
by which the required margin exceeds
the equity in the margin account.

Margin equity Security means a mar-
gin security that is an equity security
(as defined in section 3(a)(11) of the
Act).

Margin excess means the amount by
which the equity in the margin ac-
count exceeds the required margin.
When the margin excess is represented
by securities, the current value of the
securities is subject to the percentages
set forth in §220.12 (the Supplement).

Margin security means:

(1) Any security registered or having
unlisted trading privileges on a na-
tional securities exchange;

(2) After January 1, 1999, any security
listed on the Nasdaq Stock Market;

(3) Any non-equity security;

(4) Any security issued by either an
open-end investment company or unit
investment trust which is registered
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under section 8 of the Investment Com-
pany Act of 1940 (156 U.S.C. 80a-8);

(5) Any foreign margin stock;

(6) Any debt security convertible into
a margin security;

(7) Until January 1, 1999, any OTC
margin stock; or

(8) Until January 1, 1999, any OTC se-
curity designated as qualified for trad-
ing in the national market system
under a designation plan approved by
the Securities and Exchange Commis-
sion (NMS security).

Money market mutual fund means any
security issued by an investment com-
pany registered under section 8 of the
Investment Company Act of 1940 (15
U.S.C. 80a-8) that is considered a
money market fund under SEC Rule
2a—-7 (17 CFR 270.2a-17).

Non-equity security means a security
that is not an equity security (as de-
fined in section 3(a)(11) of the Act).

Nonexempted security means any secu-
rity other than an exempted security
(as defined in section 3(a)(12) of the
Act).

OTC margin stock means any equity
security traded over the counter that
the Board has determined has the de-
gree of national investor interest, the
depth and breadth of market, the avail-
ability of information respecting the
security and its issuer, and the char-
acter and permanence of the issuer to
warrant being treated like an equity
security treaded on a national securi-
ties exchange. An OTC stock is not
considered to be an OTC margin stock
unless it appears on the Board’s peri-
odically published list of OTC margin
stocks.

Payment period means the number of
business days in the standard securi-
ties settlement cycle in the United
States, as defined in paragraph (a) of
SEC Rule 15c¢6-1 (17 CFR 240.15c6-1(a)),
plus two business days.

Purpose credit means credit for the
purpose of:

(1) Buying, carrying, or trading in se-
curities; or

(2) Buying or carrying any part of an
investment contract security which
shall be deemed credit for the purpose
of buying or carrying the entire secu-
rity.

Short call or short put means a call op-
tion or a put option that is issued, en-
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dorsed, or guaranteed in or for an ac-
count.

(1) A short call that is not cash-set-
tled obligates the customer to sell the
underlying asset at the exercise price
upon receipt of a valid exercise notice
or as otherwise required by the option
contract.

(2) A short put that is not cash-set-
tled obligates the customer to purchase
the underlying asset at the exercise
price upon receipt of a valid exercise
notice or as otherwise required by the
option contract.

(3) A short call or a short put that is
cash-settled obligates the customer to
pay the holder of an in the money long
put or long call who has, or has been
deemed to have, exercised the option
the cash difference between the exer-
cise price and the current assigned
value of the option as established by
the option contract.

Underlying asset means:

(1) The security or other asset that
will be delivered upon exercise of an
option; or

(2) In the case of a cash-settled op-
tion, the securities or other assets
which comprise the index or other
measure from which the option’s value
is derived.

[Reg. T, 63 FR 2821, Jan. 16, 1998]

§220.3 General provisions.

(a) Records. The creditor shall main-
tain a record for each account showing
the full details of all transactions.

(b) Separation of accounts—(1) In gen-
eral. The requirements of one account
may not be met by considering items
in any other account. If withdrawals of
cash or securities are permitted under
this part, written entries shall be made
when cash or securities are used for
purposes of meeting requirements in
another account.

(2) Ezceptions. Notwithstanding para-
graph (b)(1) of this section:

(i) For purposes of calculating the re-
quired margin for a security in a mar-
gin account, assets held in the good
faith account pursuant to §220.6(e)(1)(i)
or (ii) may serve in lieu of margin;

(i) Transfers may be effected be-
tween the margin account and the spe-
cial memorandum account pursuant to
§§220.4 and 220.5.
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(c) Maintenance of credit. Except as
prohibited by this part, any credit ini-
tially extended in compliance with this
part may be maintained regardless of:

(1) Reductions in the customer’s eq-
uity resulting from changes in market
prices;

(2) Any security in an account ceas-
ing to be margin or exempted; or

(3) Any change in the margin require-
ments prescribed under this part.

(d) Guarantee of accounts. No guar-
antee of a customer’s account shall be
given any effect for purposes of this
part.

(e) Receipt of funds or securities. (1) A
creditor, acting in good faith, may ac-
cept as immediate payment:

(i) Cash or any check, draft, or order
payable on presentation; or

(ii) Any security with sight draft at-
tached.

(2) A creditor may treat a security,
check or draft as received upon written
notification from another creditor that
the specified security, check, or draft
has been sent.

(3) Upon notification that a check,
draft, or order has been dishonored or
when securities have not been received
within a reasonable time, the creditor
shall take the action required by this
part when payment or securities are
not received on time.

(4) To temporarily finance a cus-
tomer’s receipt of securities pursuant
to an employee benefit plan registered
on SEC Form S-8 or the withholding
taxes for an employee stock award
plan, a creditor may accept, in lieu of
the securities, a properly executed ex-
ercise notice, where applicable, and in-
structions to the issuer to deliver the
stock to the creditor. Prior to accept-
ance, the creditor must verify that the
issuer will deliver the securities
promptly and the customer must des-
ignate the account into which the secu-
rities are to be deposited.

(f) Exchange of securities. (1) To enable
a customer to participate in an offer to
exchange securities which is made to
all holders of an issue of securities, a
creditor may submit for exchange any
securities held in a margin account,
without regard to the other provisions
of this part, provided the consideration
received is deposited into the account.

§220.4

(2) If a nonmargin, nonexempted se-
curity is acquired in exchange for a
margin security, its retention, with-
drawal, or sale within 60 days following
its acquisition shall be treated as if the
security is a margin security.

(g) Arranging for loans by others. A
creditor may arrange for the extension
or maintenance of credit to or for any
customer by any person, provided the
creditor does mnot willfully arrange
credit that violates parts 221 or 224 of
this chapter.

(h) Innocent mistakes. If any failure to
comply with this part results from a
mistake made in good faith in exe-
cuting a transaction or calculating the
amount of margin, the creditor shall
not be deemed in violation of this part
if, promptly after the discovery of the
mistake, the creditor takes appropriate
corrective action.

(i) Foreign currency. (1) Freely con-
vertible foreign currency may be treat-
ed at its U.S. dollar equivalent, pro-
vided the currency is marked-to-mar-
ket daily.

(2) A creditor may extend credit de-
nominated in any freely convertible
foreign currency.

(j) Exempted borrowers. (1) A member
of a national securities exchange or a
registered broker or dealer that has
been in existence for less than one year
may meet the definition of exempted
borrower based on a six-month period.

(2) Once a member of a national secu-
rities exchange or registered broker or
dealer ceases to qualify as an exempted
borrower, it shall notify its lender of
this fact before obtaining additional
credit. Any new extensions of credit to
such a borrower, including rollovers,
renewals, and additional draws on ex-
isting lines of credit, are subject to the
provisions of this part.

[Reg. T, 63 FR 2822, Jan. 16, 1998]

§220.4 Margin account.

(a) Margin transactions. (1) All trans-
actions not specifically authorized for
inclusion in another account shall be
recorded in the margin account.

(2) A creditor may establish separate
margin accounts for the same person
to:
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(i) Clear transactions for other credi-
tors where the transactions are intro-
duced to the clearing creditor by sepa-
rate creditors; or

(ii) Clear transactions through other
creditors if the transactions are
cleared by separate creditors; or

(iii) Provide one or more accounts
over which the creditor or a third
party investment adviser has invest-
ment discretion.

(b) Required margin—(1) Applicability.
The required margin for each long or
short position in securities is set forth
in §220.12 (the Supplement) and is sub-
ject to the following exceptions and
special provisions.

(2) Short sale against the box. A short
sale ‘‘against the box’’ shall be treated
as a long sale for the purpose of com-
puting the equity and the required
margin.

(3) When-issued securities. The re-
quired margin on a net long or net
short commitment in a when-issued se-
curity is the margin that would be re-
quired if the security were an issued
margin security, plus any unrealized
loss on the commitment or less any un-
realized gain.

(4) Stock wused as cover. (i) When a
short position held in the account
serves in lieu of the required margin
for a short put, the amount prescribed
by paragraph (b)(1) of this section as
the amount to be added to the required
margin in respect of short sales shall
be increased by any unrealized loss on
the position.

(ii) When a security held in the ac-
count serves in lieu of the required
margin for a short call, the security
shall be valued at no greater than the
exercise price of the short call.

(5) Accounts of partners. If a partner of
the creditor has a margin account with
the creditor, the creditor shall dis-
regard the partner’s financial relations
with the firm (as shown in the part-
ner’s capital and ordinary drawing ac-
counts) in calculating the margin or
equity of the partner’s margin account.

(6) Contribution to joint venture. If a
margin account is the account of a
joint venture in which the creditor par-
ticipates, any interest of the creditor
in the joint account in excess of the in-
terest which the creditor would have
on the basis of its right to share in the

10
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profits shall be treated as an extension
of credit to the joint account and shall
be margined as such.

(7T) Transfer of accounts. (i) A margin
account that is transferred from one
creditor to another may be treated as
if it had been maintained by the trans-
feree from the date of its origin, if the
transferee accepts, in good faith, a
signed statement of the transferor (or,
if that is not practicable, of the cus-
tomer), that any margin call issued
under this part has been satisfied.

(ii) A margin account that is trans-
ferred from one customer to another as
part of a transaction, not undertaken
to avoid the requirements of this part,
may be treated as if it had been main-
tained for the transferee from the date
of its origin, if the creditor accepts in
good faith and keeps with the trans-
feree account a signed statement of the

transferor describing the cir-
cumstances for the transfer.
(8) Sound credit judgment. In exer-

cising sound credit judgment to deter-
mine the margin required in good faith
pursuant to §220.12 (the Supplement),
the creditor shall make its determina-
tion for a specified security position
without regard to the customer’s other
assets or securities positions held in

connection with unrelated trans-
actions.
(c) When additional margin is re-

quired—(1) Computing deficiency. All
transactions on the same day shall be
combined to determine whether addi-
tional margin is required by the cred-
itor. For the purpose of computing eq-
uity in an account, security positions
are established or eliminated and a
credit or debit created on the trade
date of a security transaction. Addi-
tional margin is required on any day
when the day’s transactions create or
increase a margin deficiency in the ac-
count and shall be for the amount of
the margin deficiency so created or in-
creased.

(2) Satisfaction of deficiency. The addi-
tional required margin may be satis-
fied by a transfer from the special
memorandum account or by a deposit
of cash, margin securities, exempted
securities, or any combination thereof.

(38) Time limits. (i) A margin call shall
be satisfied within one payment period
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after the margin deficiency was cre-
ated or increased.

(ii) The payment period may be ex-
tended for one or more limited periods
upon application by the creditor to its
examining authority unless the exam-
ining authority believes that the cred-
itor is not acting in good faith or that
the creditor has not sufficiently deter-
mined that exceptional circumstances
warrant such action. Applications shall
be filed and acted upon prior to the end
of the payment period or the expiration
of any subsequent extension.

(4) Satisfaction restriction. Any trans-
action, position, or deposit that is used
to satisfy one requirement under this
part shall be unavailable to satisfy any
other requirement.

(d) Liquidation in lieu of deposit. If any
margin call is not met in full within
the required time, the creditor shall
liquidate securities sufficient to meet
the margin call or to eliminate any
margin deficiency existing on the day
such liquidation is required, whichever
is less. If the margin deficiency created
or increased is $1000 or less, no action
need be taken by the creditor.

(e) Withdrawals of cash or securities.
(1) Cash or securities may be with-
drawn from an account, except if:

(i) Additional cash or securities are
required to be deposited into the ac-
count for a transaction on the same or
a previous day; or

(ii) The withdrawal, together with
other transactions, deposits, and with-
drawals on the same day, would create
or increase a margin deficiency.

(2) Margin excess may be withdrawn
or may be transferred to the special
memorandum account (§220.5) by mak-
ing a single entry to that account
which will represent a debit to the
margin account and a credit to the spe-
cial memorandum account.

(3) If a creditor does not receive a dis-
tribution of cash or securities which is
payable with respect to any security in
a margin account on the day it is pay-
able and withdrawal would not be per-
mitted under this paragraph (e), a
withdrawal  transaction shall be
deemed to have occurred on the day
the distribution is payable.

(f) Interest, service charges, etc. (1)
Without regard to the other provisions
of this section, the creditor, in its
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usual practice, may debit the following
items to a margin account if they are
considered in calculating the balance
of such account:

(i) Interest charged on credit main-
tained in the margin account;

(ii) Premiums on securities borrowed
in connection with short sales or to ef-
fect delivery;

(iii) Dividends, interest, or other dis-
tributions due on borrowed securities;

(iv) Communication or shipping
charges with respect to transactions in
the margin account; and

(v) Any other service charges which
the creditor may impose.

(2) A creditor may permit interest,
dividends, or other distributions cred-
ited to a margin account to be with-
drawn from the account if:

(i) The withdrawal does not create or
increase a margin deficiency in the ac-
count; or

(ii) The current market value of any
securities withdrawn does not exceed 10
percent of the current market value of
the security with respect to which they
were distributed.

[Reg. T, 63 FR 2823, Jan. 16, 1998]

§220.5 Special memorandum account.

(a) A special memorandum account
(SMA) may be maintained in conjunc-
tion with a margin account. A single
entry amount may be used to represent
both a credit to the SMA and a debit to
the margin account. A transfer be-
tween the two accounts may be ef-
fected by an increase or reduction in
the entry. When computing the equity
in a margin account, the single entry
amount shall be considered as a debit
in the margin account. A payment to
the customer or on the customer’s be-
half or a transfer to any of the cus-
tomer’s other accounts from the SMA
reduces the single entry amount.

(b) The SMA may contain the fol-
lowing entries:

(1) Dividend and interest payments;

(2) Cash not required by this part, in-
cluding cash deposited to meet a main-
tenance margin call or to meet any re-
quirement of a self-regulatory organi-
zation that is not imposed by this part;

(3) Proceeds of a sale of securities or
cash no longer required on any expired
or liquidated security position that
may be withdrawn under §220.4(e); and
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(4) Margin excess transferred from
the margin account under §220.4(e)(2).

[Reg. T, 63 FR 2824, Jan. 16, 1998]

§220.6 Good faith account.

In a good faith account, a creditor
may effect or finance customer trans-
actions in accordance with the fol-
lowing provisions:

(a) Securities entitled to good faith
margin—(1) Permissible transactions. A
creditor may effect and finance trans-
actions involving the buying, carrying,
or trading of any security entitled to
“‘good faith’” margin as set forth in
§220.12 (the Supplement).

(2) Required margin. The required
margin is set forth in §220.12 (the Sup-
plement).

(38) Satisfaction of margin. Required
margin may be satisfied by a transfer
from the special memorandum account
or by a deposit of cash, securities enti-
tled to ‘‘good faith’ margin as set
forth in §220.12 (the Supplement), any
other asset that is not a security, or
any combination thereof. An asset that
is not a security shall have a margin
value determined by the creditor in
good faith.

(b) Arbitrage. A creditor may effect
and finance for any customer bona fide
arbitrage transactions. For the purpose
of this section, the term ‘‘bona fide ar-
bitrage’ means:

(1) A purchase or sale of a security in
one market together with an offsetting
sale or purchase of the same security
in a different market at as nearly the
same time as practicable for the pur-
pose of taking advantage of a dif-
ference in prices in the two markets; or

(2) A purchase of a security which is,
without restriction other than the pay-
ment of money, exchangeable or con-
vertible within 90 calendar days of the
purchase into a second security to-
gether with an offsetting sale of the
second security at or about the same
time, for the purpose of taking advan-
tage of a concurrent disparity in the
prices of the two securities.

(c) ““Prime broker’” transactions. A
creditor may effect transactions for a
customer as part of a ‘‘prime broker”
arrangement in conformity with SEC
guidelines.

(d) Credit to ESOPs. A creditor may
extend and maintain credit to em-
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ployee stock ownership plans without
regard to the other provisions of this
part.

(e) Nonpurpose credit. (1) A creditor
may:

(i) Effect and carry transactions in
commodities;

(ii) Effect and carry transactions in
foreign exchange;

(iii) Extend and maintain secured or
unsecured nonpurpose credit, subject
to the requirements of paragraph (e)(2)
of this section.

(2) Every extension of credit, except
as provided in paragraphs (e)(1)(i) and
(e)(1)(ii) of this section, shall be
deemed to be purpose credit unless,
prior to extending the credit, the cred-
itor accepts in good faith from the cus-
tomer a written statement that it is
not purpose credit. The statement shall
conform to the requirements estab-
lished by the Board.

[Reg. T, 63 FR 2824, Jan. 16, 1998]

§220.7 Broker-dealer credit account.

(a) Requirements. In a broker-dealer
credit account, a creditor may effect or
finance transactions in accordance
with the following provisions.

(b) Purchase or sale of security against
full payment. A creditor may purchase
any security from or sell any security
to another creditor or person regulated
by a foreign securities authority under
a good faith agreement to promptly de-
liver the security against full payment
of the purchase price.

(c) Joint back office. A creditor may
effect or finance transactions of any of
its owners if the creditor is a clearing
and servicing broker or dealer owned
jointly or individually by other credi-
tors.

(d) Capital contribution. A creditor
may extend and maintain credit to any
partner or stockholder of the creditor
for the purpose of making a capital
contribution to, or purchasing stock of,
the creditor, affiliated corporation or
another creditor.

(e) Emergency and subordinated credit.
A creditor may extend and maintain,
with the approval of the appropriate
examining authority:

(1) Credit to meet the emergency
needs of any creditor; or
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(2) Subordinated credit to another
creditor for capital purposes, if the
other creditor:

(i) Is an affiliated corporation or
would not be considered a customer of
the lender apart from the subordinated
loan; or

(ii) Will not use the proceeds of the
loan to increase the amount of dealing
in securities for the account of the
creditor, its firm or corporation or an
affiliated corporation.

(f) Omnibus credit (1) A creditor may
effect and finance transactions for a
broker or dealer who is registered with
the SEC under section 15 of the Act and
who gives the creditor written notice
that:

(i) All securities will be for the ac-
count of customers of the broker or
dealer; and

(ii) Any short sales effected will be
short sales made on behalf of the cus-
tomers of the broker or dealer other
than partners.

(2) The written notice required by
paragraph (f)(1) of this section shall
conform to any SEC rule on the
hypothecation of customers’ securities
by brokers or dealers.

(g) Special purpose credit. A creditor
may extend the following types of cred-
it with good faith margin:

(1) Credit to finance the purchase or
sale of securities for prompt delivery,
if the credit is to be repaid upon com-
pletion of the transaction.

(2) Credit to finance securities in
transit or surrendered for transfer, if
the credit is to be repaid upon comple-
tion of the transaction.

(3) Credit to enable a broker or dealer
to pay for securities, if the credit is to
be repaid on the same day it is ex-
tended.

(4) Credit to an exempted borrower.

(5) Credit to a member of a national
securities exchange or registered
broker or dealer to finance its activi-
ties as a market maker or specialist.

(6) Credit to a member of a national
securities exchange or registered
broker or dealer to finance its activi-
ties as an underwriter.

[Reg. T, 63 FR 2824, Jan. 16, 1998]

§220.8 Cash account.

(a) Permissible transactions. In a cash
account, a creditor, may:
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(1) Buy for or sell to any customer
any security or other asset if:

(i) There are sufficient funds in the
account; or

(ii) The creditor accepts in good faith
the customer’s agreement that the cus-
tomer will promptly make full cash
payment for the security or asset be-
fore selling it and does not con-
template selling it prior to making
such payment;

(2) Buy from or sell for any customer
any security or other asset if:

(i) The security is held in the ac-
count; or

(ii) The creditor accepts in good faith
the customer’s statement that the se-
curity is owned by the customer or the
customer’s principal, and that it will
be promptly deposited in the account;

(3) Issue, endorse, or guarantee, or
sell an option for any customer as part
of a covered option transaction; and

(4) Use an escrow agreement in lieu
of the cash, cash equivalents or under-
lying asset position if:

(i) In the case of a short call or a
short put, the creditor is advised by
the customer that the required securi-
ties, assets or cash are held by a person
authorized to issue an escrow agree-
ment and the creditor independently
verifies that the appropriate escrow
agreement will be delivered by the per-
son promptly; or

(ii) In the case of a call issued, en-
dorsed, guaranteed, or sold on the same
day the underlying asset is purchased
in the account and the underlying
asset is to be delivered to a person au-
thorized to issue an escrow agreement,
the creditor verifies that the appro-
priate escrow agreement will be deliv-
ered by the person promptly.

(b) Time periods for payment; cancella-
tion or liquidation. (1) Full cash payment.
A creditor shall obtain full cash pay-
ment for customer purchases:

(i) Within one payment period of the
date:

(A) Any nonexempted security was
purchased;

(B) Any when-issued security was
made available by the issuer for deliv-
ery to purchasers;

(C) Any ‘‘when distributed’ security
was distributed under a published plan;
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(D) A security owned by the cus-
tomer has matured or has been re-
deemed and a new refunding security of
the same issuer has been purchased by
the customer, provided:

(I) The customer purchased the new
security no more than 35 calendar days
prior to the date of maturity or re-
demption of the old security;

(2) The customer is entitled to the
proceeds of the redemption; and

(3) The delayed payment does not ex-
ceed 103 percent of the proceeds of the
old security.

(ii) In the case of the purchase of a
foreign security, within one payment
period of the trade date or within one
day after the date on which settlement
is required to occur by the rules of the
foreign securities market, provided
this period does not exceed the max-
imum time permitted by this part for
delivery against payment transactions.

(2) Delivery against payment. If a cred-
itor purchases for or sells to a cus-
tomer a security in a delivery against
payment transaction, the creditor shall
have up to 35 calendar days to obtain
payment if delivery of the security is
delayed due to the mechanics of the
transaction and is not related to the
customer’s willingness or ability to
pay.

(3) Shipment of securities, extension. If
any shipment of securities is incidental
to consummation of a transaction, a
creditor may extend the payment pe-
riod by the number of days required for
shipment, but not by more than one
additional payment period.

(4) Cancellation; liquidation; minimum
amount. A creditor shall promptly can-
cel or otherwise liquidate a transaction
or any part of a transaction for which
the customer has not made full cash
payment within the required time. A
creditor may, at its option, disregard
any sum due from the customer not ex-
ceeding $1000.

(c) 90 day freeze. (1) If a nonexempted
security in the account is sold or deliv-
ered to another broker or dealer with-
out having been previously paid for in
full by the customer, the privilege of
delaying payment beyond the trade
date shall be withdrawn for 90 calendar
days following the date of sale of the
security. Cancellation of the trans-
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action other than to correct an error
shall constitute a sale.

(2) The 90 day freeze shall not apply
if:

(i) Within the period specified in
paragraph (b)(1) of this section, full
payment is received or any check or
draft in payment has cleared and the
proceeds from the sale are not with-
drawn prior to such payment or check
clearance; or

(ii) The purchased security was deliv-
ered to another broker or dealer for de-
posit in a cash account which holds
sufficient funds to pay for the security.
The creditor may rely on a written
statement accepted in good faith from
the other broker or dealer that suffi-
cient funds are held in the other cash
account.

(d) Extension of time periods; transfers.
(1) Unless the creditor’s examining au-
thority believes that the creditor is not
acting in good faith or that the cred-
itor has not sufficiently determined
that exceptional circumstances war-
rant such action, it may upon applica-
tion by the creditor:

(i) Extend any period specified in
paragraph (b) of this section;

(ii) Authorize transfer to another ac-
count of any transaction involving the
purchase of a margin or exempted secu-
rity; or

(iii) Grant a waiver from the 90 day
freeze.

(2) Applications shall be filed and
acted upon prior to the end of the pay-
ment period, or in the case of the pur-
chase of a foreign security within the
period specified in paragraph (b)(1)(ii)
of this section, or the expiration of any
subsequent extension.

[Reg. T, 63 FR 2825, Jan. 16, 1998]

§220.9 Clearance of securities, options,
and futures.

(a) Credit for clearance of securities.
The provisions of this part shall not
apply to the extension or maintenance
of any credit that is not for more than
one day if it is incidental to the clear-
ance of transactions in securities di-
rectly between members of a national
securities exchange or association or
through any clearing agency registered
with the SEC.

(b) Deposit of securities with a clearing
agency. The provisions of this part
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shall not apply to the deposit of securi-
ties with an option or futures clearing
agency for the purpose of meeting the
deposit requirements of the agency if:

(1) The clearing agency:

(i) Issues, guarantees performance
on, or clears transactions in, any secu-
rity (including options on any security,
certificate of deposit, securities index
or foreign currency); or

(ii) Guarantees performance of con-
tracts for the purchase or sale of a
commodity for future delivery or op-
tions on such contracts;

(2) The clearing agency is registered
with the Securities and Exchange Com-
mission or is the clearing agency for a
contract market regulated by the Com-
modity Futures Trading Commission;
and

(3) The deposit consists of any mar-
gin security and complies with the
rules of the clearing agency that have
been approved by the Securities and
Exchange Commission or the Com-
modity Futures Trading Commission.

[Reg. T, 63 FR 2826, Jan. 16, 1998]

§220.10 Borrowing and lending securi-
ties.

(a) Without regard to the other provi-
sions of this part, a creditor may bor-
row or lend securities for the purpose
of making delivery of the securities in
the case of short sales, failure to re-
ceive securities required to be deliv-
ered, or other similar situations. If a
creditor reasonably anticipates a short
sale or fail transaction, such borrowing
may be made up to one standard settle-
ment cycle in advance of trade date.

(b) A creditor may lend foreign secu-
rities to a foreign person (or borrow
such securities for the purpose of re-
lending them to a foreign person) for
any purpose lawful in the country in
which they are to be used.

(c) A creditor that is an exempted
borrower may lend securities without
regard to the other provisions of this
part and a creditor may borrow securi-
ties from an exempted borrower with-
out regard to the other provisions of
this part.

[Reg. T, 63 FR 2826, Jan. 16, 1998]
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§220.11 Requirements for the list of
marginable OTC stocks and the list
of foreign margin stocks.

(a) Requirements for inclusion on the
list of marginable OTC stocks. Except as
provided in paragraph (f) of this sec-
tion, OTC margin stock shall meet the
following requirements:

(1) Four or more dealers stand willing
to, and do in fact, make a market in
such stock and regularly submit bona
fide bids and offers to an automated
quotations system for their own ac-
counts;

(2) The minimum average bid price of
such stock, as determined by the
Board, is at least $56 per share;

(3) The stock is registered under sec-
tion 12 of the Act, is issued by an insur-
ance company subject to section
12(2)(2)(G) of the Act, is issued by a
closed-end investment management
company subject to registration pursu-
ant to section 8 of the Investment
Company Act of 1940 (15 U.S.C. 80a-8), is
an American Depository Receipt (ADR)
of a foreign issuer whose securities are
registered under section 12 of the Act,
or is a stock of an issuer required to
file reports under section 15(d) of the
Act;

(4) Daily quotations for both bid and
asked ©prices for the stock are
continously available to the general
public;

(5) The stock has been publicly trad-
ed for at least six months;

(6) The issuer has at least $4 million
of capital, surplus, and undivided prof-
its;

(7) There are 400,000 or more shares of
such stock outstanding in addition to
shares held beneficially by officers, di-
rectors or beneficial owners of more
than 10 percent of the stock;

(8) There are 1,200 or more holders of
record, as defined in SEC Rule 12g5-1
(17 CFR 240.12g5-1), of the stock who
are not officers, directors or beneficial
owners of 10 percent or more of the
stock, or the average daily trading vol-
ume of such stock as determined by the
Board, is at least 500 shares; and

(9) The issuer or a predecessor in in-
terest has been in existence for at least
three years.

(b) Requirements for continued inclu-
sion on the list of marginable OTC stocks.
Except as provided in paragraph (f) of
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this section, OTC margin stock shall
meet the following requirements:

(1) Three or more dealers stand will-
ing to, and do in fact, make a market
in such stock and regularly submit
bona fide bids and offers to an auto-
mated quotations system for their own
accounts;

(2) The minimum average bid price of
such stocks, as determined by the
Board, is at least $2 per share;

(3) The stock is registered as speci-
fied in paragraph (a)(3) of this section;

(4) Daily quotations for both bid and
asked prices for the stock are continu-
ously available to the general public; ;

(6) The issuer has at least $1 million
of capital, surplus, and undivided prof-
its;

(6) There are 300,000 or more shares of
such stock outstanding in addition to
shares held beneficially by officers, di-
rectors, or beneficial owners of more
than 10 percent of the stock; and

(7) There continue to be 800 or more
holders of record, as defined in SEC
Rule 12g5-1 (17 CFR 240.12g5-1), of the
stock who are not officers, directors, or
beneficial owners of 10 percent or more
of the stock, or the average daily trad-
ing volume of such stock, as deter-
mined by the Board, is at least 300
shares.

(c) Requirements for inclusion on the
list of foreign margin stocks. Except as
provided in paragraph (f) of this sec-
tion, a foreign security shall meet the
following requirements before being
placed on the List of Foreign Margin
Stocks:

(1) The security is an equity security
that is listed for trading on or through
the facilities of a foreign securities ex-
change or a recognized foreign securi-
ties market and has been trading on
such exchange or market for at least
six months;

(2) Daily quotations for both bid and
asked or last sale prices for the secu-
rity provided by the foreign securities
exchange or foreign securities market
on which the security is traded are
continuously available to creditors in
the United States pursuant to an elec-
tronic quotation system;

(3) The aggregate market value of
shares, the ownership of which is unre-
stricted, is not less than $1 billion;
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(4) The average weekly trading vol-
ume of such security during the pre-
ceding six months is either at least
200,000 shares or $1 million; and

(5) The issuer or a predecessor in in-
terest has been in existence for at least
five years.

(d) Requirements for continued inclu-
sion on the list of foreign margin stocks.
Except as provided in paragraph (f) of
this section, a foreign security shall
meet the following requirements to re-
main on the List of Foreign Margin
Stocks:

(1) The security continues to meet
the requirements specified in para-
graphs (¢) (1) and (2) of this section;

(2) The aggregate market value of
shares, the ownership of which is unre-
stricted, is not less than $500 million;
and

(3) The average weekly trading vol-
ume of such security during the pre-
ceding six months is either at least
100,000 shares or $500,000.

(e) Removal from the list. The Board
shall periodically remove from the lists
any stock that:

(1) Ceases to exist or of which the
issuer ceases to exist; or

(2) No longer substantially meets the
provisions of paragraphs (b) or (d) of
this section or the definition of OTC
margin stock.

(f) Discretionary authority of Board.
Without regard to other paragraphs of
this section, the Board may add to, or
omit or remove from the list of
marginable OTC stocks and the list of
foreign margin stocks an equity secu-
rity, if in the judgment of the Board,
such action is necessary or appropriate
in the public interest.

(g) Unlawful representations. It shall
be unlawful for any creditor to make,
or cause to be made, any representa-
tion to the effect that the inclusion of
a security on the list of marginable
OTC stocks or the list of foreign mar-
gin stocks is evidence that the Board
or the SEC has in any way passed upon
the merits of, or given approval to,
such security or any transactions
therein. Any statement in an adver-
tisement or other similar communica-
tion containing a reference to the
Board in connection with the lists or
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stocks on those lists shall be an unlaw-
ful representation.

[Reg. T, 63 FR 2826, Jan. 16, 1998]

§220.12 Supplement: margin require-
ments.

The required margin for each secu-
rity position held in a margin account
shall be as follows:

(a) Margin equity security, except for
an exempted security, money market
mutual fund or exempted securities
mutual fund, warrant on a securities
index or foreign currency or a long po-
sition in an option: 50 percent of the
current market value of the security or
the percentage set by the regulatory
authority where the trade occurs,
whichever is greater.

(b) Exempted security, non-equity se-
curity, money market mutual fund or
exempted securities mutual fund: The
margin required by the creditor in good
faith or the percentage set by the regu-
latory authority where the trade oc-
curs, whichever is greater.

(c) Short sale of a nonexempted secu-
rity, except for a non-equity security:

(1) 150 percent of the current market
value of the security; or

(2) 100 percent of the current market
value if a security exchangeable or
convertible within 90 calendar days
without restriction other than the pay-
ment of money into the security sold
short is held in the account, provided
that any long call to be used as margin
in connection with a short sale of the
underlying security is an American-
style option issued by a registered
clearing corporation and listed or trad-
ed on a registered national securities
exchange with an exercise price that
does not exceed the price at which the
underlying security was sold short.

(d) Short sale of an exempted secu-
rity or non-equity security: 100 percent
of the current market value of the se-
curity plus the margin required by the
creditor in good faith.

(e) Nonmargin, nonexempted equity
security: 100 percent of the current
market value.

(f) Put or call on a security, certifi-
cate of deposit, securities index or for-
eign currency or a warrant on a securi-
ties index or foreign currency:

(1) In the case of puts and calls issued
by a registered clearing corporation
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and listed or traded on a registered na-
tional securities exchange or a reg-
istered securities association and reg-
istered warrants on a securities index
or foreign currency, the amount, or
other position specified by the rules of
the registered national securities ex-
change or the registered securities as-
sociation authorized to trade the op-
tion or warrant, provided that all such
rules have been approved or amended
by the SEC; or

(2) In the case of all other puts and
calls, the amount, or other position,
specified by the maintenance rules of
the creditor’s examining authority.

[Reg. T, 63 FR 2827, Jan. 16, 1998]
INTERPRETATIONS

§220.101 Transactions of customers
who are brokers or dealers.

The Board has recently considered
certain questions regarding trans-
actions of customers who are brokers
or dealers.

(a) The first question was whether
delivery and payment under §220.4(f)(3)
must be exactly simultaneous (such as
in sight draft shipments), or whether it
is sufficient if the broker-dealer cus-
tomer, ‘‘as promptly as practicable in
accordance with the ordinary usage of
the trade,” mails or otherwise delivers
to the creditor a check in settlement of
the transaction, the check being ac-
companied by instructions for transfer
or delivery of the security. The Board
ruled that the latter method of setting
the transaction is permissible.

(b) The second question was, in ef-
fect, whether the limitations of
§220.4(c)(8) apply to the account of a
customer who is himself a broker or
dealer. The answer is that the provi-
sion applies to any ‘‘special cash ac-
count,” regardless of the type of cus-
tomer.

(c) The third question was, in effect,
whether a purchase and a sale of an
unissued security under §220.4(f)(3) may
be offset against each other, or wheth-
er each must be settled separately by
what would amount to delivery of the
security to settle one transaction and
its redelivery to settle the other. The
answer is that it is permissible to off-
set the transactions against each other
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without physical delivery and redeliv-
ery of the security.

[11 FR 14155, Dec. 7, 1946]
§220.102 [Reserved]

§220.103 Borrowing of securities.

(a) The Board of Governors has been
asked for a ruling as to whether
§220.6(h), which deals with borrowing
and lending of securities, applies to a
borrower of securities if the lender is a
private individual, as contrasted with a
member of a national securities ex-
change or a broker or dealer.

(b) Section 220.6(h) does not require
that the lender of the securities in such
a case be a member of a national secu-
rities exchange or a broker or dealer.
Therefore, a borrowing of securities
may be able to qualify under the provi-
sion even though the lender is a private
individual, and this is true whether the
security is registered on a national se-
curities exchange or is unregistered. In
borrowing securities from a private in-
dividual under §220.6(h), however, it be-
comes especially important to bear in
mind two limitations that are con-
tained in the section.

(c) The first limitation is that the
section applies only if the broker bor-
rows the securities for the purpose
specified in the provision, that is, ‘“‘for
the purpose of making delivery of such
securities in the case of short sales,
failure to receive securities he is re-
quired to deliver, or other similar
cases’”. The present language of the
provision does not require that the de-
livery for which the securities are bor-
rowed must be on a transaction which
the borrower has himself made, either
as agent or as principal; he may borrow
under the provision in order to relend
to someone else for the latter person to
make such a delivery. However, the
borrowing must be related to an actual
delivery of the type specified—a deliv-
ery in connection with a specific trans-
action that has already occurred or is
in immediate prospect. The provision
does not authorize a broker to borrow
securities (or make the related deposit)
merely in order that he or some other
broker may have the securities ‘‘on
hand” or may anticipate some need
that may or may not arise in the fu-
ture.
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(d) The ruling in the 1940 Federal Re-
serve Bulletin, at page 647, is an exam-
ple of a borrowing which, on the facts
as given, did not meet the requirement.
There, the broker wished to borrow
stocks with the understanding that he
“would offer to lend this stock in the
‘loan crowd’ on a national securities
exchange.”” There was no assurance
that the stocks would be used for the
purpose specified in §220.6(h); they
might be, or they might merely be held
idle while the person Ilending the
stocks had the use of the funds depos-
ited against them. The ruling held in
effect that since the borrowing could
not qualify under §220.6(h) it must
comply with other applicable provi-
sions of the regulation.

(e) The second requirement is that
the deposit of cash against the bor-
rowed securities must be ‘‘bona fide.”
This requirement naturally cannot be
spelled out in detail, but it requires at
least that the purpose of the broker in
making the deposit should be to obtain
the securities for the specified purpose,
and that he should not use the arrange-
ment as a means of accommodating a
customer who is seeking to obtain
more funds than he could get in a gen-
eral account.

(f) The Board recognizes that even
with these requirements there is still
some possibility that the provision
may be misapplied. The Board is reluc-
tant to impose additional burdens on
legitimate transactions by tightening
the provision. If there should be evi-
dence of abuses developing under the
provision, however, it would become
necessary to consider making it more
restricted.

[12 FR 5278, Aug. 2, 1947]
§220.104 [Reserved]

§220.105 Ninety-day rule
cash account.

(a) Section 220.4(c)(8) places a limita-
tion on a special cash account if a secu-
rity other than an exempted security
has been purchased in the account and
“without having been previously paid
for in full by the customer * * * has
been * * * delivered out to any broker
or dealer.” The limitation is that dur-
ing the succeeding 90 days the cus-
tomer may not purchase a security in

in special
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the account other than an exempted se-
curity unless funds sufficient for the
purpose are held in the account. In
other words, the privilege of delayed
payment in such an account is with-
drawn during the 90-day period.

(b) The Board recently considered a
question as to whether the following
situation makes an account subject to
the 90-day disqualification: A customer
purchases registered security ABC in a
special cash account. The broker exe-
cutes the order in good faith as a bona
fide cash transaction, expecting to ob-
tain full cash payment promptly. The
next day, the customer sells registered
security XYZ in the account, prom-
ising to deposit it promptly in the ac-
count. The proceeds of the sale are
equal to or greater than the cost of se-
curity ABC. After both sale and pur-
chase have been made, the customer re-
quests the broker to deliver security
ABC to a different broker, to receive
security XYZ from that broker at
about the same time, and to settle with
the other broker—such settlement to
be made either by paying the cost of
security XYZ to the other broker and
receiving from him the cost of security
ABC, or by merely settling any dif-
ference between these amounts.

(c) The Board expressed the view that
the account becomes subject to the 90-
day disqualification in §220.4(c)(8). In
the instant case, unlike that described
at 1940 Federal Reserve Bulletin 772,
the security sold is not held in the ac-
count and is not to be deposited in it
unconditionally. It is to be obtained
only against the delivery to the other
broker of the security which had been
purchased. Hence payment can not be
said to have been made prior to such
delivery; the purchased security has
been delivered out to a broker without
previously having been paid for in full,
and the account becomes subject to the
90-day disqualification.

[13 FR 2368, May 1, 1948]
§§220.106-220.107 [Reserved]
§220.108 International Bank Securi-

ties.
(a) Section 2 of the Act of June 29,
1949 (Pub. L. 142—81st Congress),

amended the Bretton Woods Agree-

19

§220.110

ments Act by adding a new section
numbered 15 providing, in part, that—

Any securities issued by International
Bank for Reconstruction and Development
(including any guaranty by the bank, wheth-
er or not limited in scope), and any securi-
ties guaranteed by the bank as to both prin-
cipal and interest, shall be deemed to be ex-
empted securities within the meaning of
* % * paragraph (a)(12) of section 3 of the [Se-
curities Exchange] Act of June 6, 1934, as
amended (156 U.S.C. 78c). * * *,

(b) In response to inquiries with re-
spect to the applicability of the margin
requirements of this part to securities
issued or guaranteed by the Inter-
national Bank for Reconstruction and
Development, the Board has replied
that, as a result of this enactment, se-
curities issued by the Bank are now
classified as exempted securities under
§220.2(e). Such securities are now in the
same category under this part as are
United States Government, State and
municipal bonds. Accordingly, the spe-
cific percentage limitations prescribed
by this part with respect to maximum
loan value and margin requirements
are no longer applicable thereto.

[14 FR 5505, Sept. 7, 1949]
§220.109 [Reserved]

§220.110 Assistance by Federal credit
union to its members.

(a) An inquiry was presented recently
concerning the application of this part
or part 221 of this subchapter, to a plan
proposed by a Federal credit union to
aid its members in purchasing stock of
a corporation whose subsidiary appar-
ently was the employer of all the credit
union’s members.

(b) From the information submitted,
the plan appeared to contemplate that
the Federal credit union would accept
orders from its members for registered
common stock of the parent corpora-
tion in multiples of 5 shares; that
whenever orders had been so received
for a total of 100 shares, the credit
union, as agent for such members,
would execute the orders through a
brokerage firm with membership on a
national securities exchange; that the
brokerage firm would deliver certifi-
cates for the stock, registered in the
names of the individual purchasers, to
the credit union against payment by
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the credit union; that the credit union
would prorate the total amount so
paid, including the brokerage fee,
among the individual purchasers ac-
cording to the number of shares pur-
chased by them; and that a savings in
brokerage fee resulting from the 100-1ot
purchases would be passed on by the
credit union to the individual pur-
chasers of the stock. However, amounts
of the stock less than 100 shares would
be purchased by the credit union
through the brokerage firm for any
members willing to forego such sav-
ings.

(c) It appeared further that the Fed-
eral credit union members for whom
stock was so purchased would reim-
burse the credit union (1) by cash pay-
ment, (2) by the proceeds of withdrawn
shares of the credit union, (3) by the
proceeds of an installment loan from
the credit union collateraled by the
stock purchased, or by (4) by a com-
bination of two or more of the above
methods. To assist the collection of
any such loan, the employer of the
credit union members would provide
payroll deductions. Apparently, sales
by the credit union of any of the stock
purchased by one of its members would
occur only in satisfaction of a delin-
quent loan balance. In no case did it
appear that the credit union would
make a charge for arranging the execu-
tion of transactions in the stock for its
members.

(d) The Board was of the view that,
from the facts as presented, it did not
appear that the Federal credit union
should be regarded as the type of insti-
tution to which part 221 of this sub-
chapter, in its present form, applied.

(e) With respect to this part, the
question was whether the activities of
the Federal credit union under the pro-
posal, or otherwise, might be such as to
bring it within the meaning of the
terms ‘‘broker’ or ‘‘dealer’ as used in
the part and the Securities Exchange
Act of 1934. The Board observed that
this, of course, was a question of fact
that necessarily depended upon the cir-
cumstances of the particular case, in-
cluding the manner in which the ar-
rangement in question might be car-
ried out in practice.

(f) On the basis of the information
submitted, however, it did not appear
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to the Board that the Federal credit
union should be regarded as being sub-
ject to this part as a ‘‘broker or dealer
who transacts a business in securities
through the medium of’ a member
firm solely because of its activities as
contemplated by the proposal in ques-
tion. The Board stated that the part
rather clearly would not apply if there
appeared to be nothing other than
loans by the credit union to its mem-
bers to finance purchases made directly
by them of stock of the parent corpora-
tion of the employer of the member-
borrowers. The additional fact that the
credit union, as agent, would purchase
such stock for its members (even
though all such purchases might not be
financed by credit union loans) was not
viewed by the Board as sufficient to
make the regulation applicable where,
as from the facts presented, it did not
appear that the credit union in any
case was to make any charge or receive
any compensation for assisting in such
purchases or that the credit union oth-
erwise was engaged in securities activi-
ties. However, the Board stated that
matters of this kind must be examined
closely for any variations that might
suggest the inapplicability of the fore-
going.

[18 FR 4592, Aug. 5, 1953]

§220.111 Arranging for extensions of
credit to be made by a bank.

(a) The Board has recently had occa-
sion to express opinions regarding the
requirements which apply when a per-
son subject to this part (for conven-
ience, called here simply a broker) ar-
ranges for a bank to extend credit.

(b) The matter is treated generally in
§220.7(a) and is also subject to the gen-
eral rule of law that any person who
aids or abets a violation of law by an-
other is himself guilty of a violation. It
may be stated as a general principle
that any person who arranges for cred-
it to be extended by someone else has a
responsibility so to conduct his activi-
ties as not to be a participant in a vio-
lation of this part, which applies to
brokers, or part 221 of this subchapter,
which applies to banks.

(c) More specifically, in arranging an
extension of credit that may be subject
to part 221 of this subchapter, a broker
must act in good faith and, therefore,
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must question the accuracy of any non-
purpose statement (i.e., a statement
that the loan is not for the purpose of
purchasing or carrying registered
stocks) given in connection with the
loan where the circumstances are such
that the broker from any source knows
or has reason to know that the state-
ment is incomplete or otherwise inac-
curate as to the true purpose of the
credit. The requirement of ‘‘good
faith” is of vital importance. While the
application of the requirement will
necessarily vary with the facts of the
particular case, the broker, like the
bank for whom the loan is arranged to
be made, must be alert to the cir-
cumstances surrounding the loan.
Thus, for example, if a broker or dealer
is to deliver registered stocks to secure
the loan or is to receive the proceeds of
the loan, the broker arranging the loan
and the bank making it would be put
on notice that the loan would probably
be subject to part 221 of this sub-
chapter. In any such circumstances
they could not in good faith accept or
rely upon a statement to the contrary
without obtaining a reliable and satis-
factory explanation of the situation.
The foregoing, of course, applies the
principles contained in §221.101 of this
subchapter.

(d) In addition, when a broker is ap-
proached by another broker to arrange
extensions of credit for customers of
the approaching broker, the broker ap-
proached has a responsibility not to ar-
range any extension of credit which the
approaching broker could not himself
arrange. Accordingly, in such cases the
statutes and regulations forbid the ap-
proached broker to arrange extensions
of credit on unregistered securities for
the purpose of purchasing or carrying
either registered or unregistered secu-
rities. The approaching broker would
also be violating the applicable re-
quirements if he initiated or otherwise
participated in any such forbidden
transactions.

(e) The expression of views, set forth
in this section, to the effect that cer-
tain specific transactions are forbid-
den, of course, should not in any way
be understood to indicate approval of
any other transactions which are not
mentioned.

[18 FR 5505, Sept. 15, 1953]
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§220.112 [Reserved]

§220.113 Necessity for prompt pay-
ment and delivery in special cash
accounts.

(a) The Board of Governors recently
received an inquiry concerning whether
purchases of securities by certain mu-
nicipal employees’ retirement or pen-
sion systems on the basis of arrange-
ments for delayed delivery and pay-
ment, might properly be effected by a
creditor subject to this part in a spe-
cial cash account under §220.4(c).

(b) It appears that in a typical case
the supervisors of the retirement sys-
tem meet only once or twice each
month, at which times decisions are
made to purchase any securities wished
to be acquired for the system. Al-
though the securities are available for
prompt delivery by the broker-dealer
firm selected to effect the system’s
purchase, it is arranged in advance
with the firm that the system will not
accept delivery and pay for the securi-
ties before some date more than seven
business days after the date on which
the securities are purchased. Appar-
ently, such an arrangement is occa-
sioned by the monthly or semimonthly
meetings of the system’s supervisors.
It was indicated that a retirement sys-
tem of this kind may be supervised by
officials who administer it as an inci-
dental part of their regular duties, and
that meetings requiring joint action by
two or more supervisors may be nec-
essary under the system’s rules and
procedures to authorize issuance of
checks in payment for the securities
purchased. It was indicated also that
the purchases do not involve exempted
securities, securities of the kind cov-
ered by §220.4(c)(3), or any shipment of
securities as described in §220.4(c).

(c) This part provides that a creditor
subject thereto may not effect for a
customer a purchase in a special cash
account under §220.4(c) unless the use
of the account meets the limitations of
§220.4(a) and the purchase constitutes a
“bona fide cash transaction’” which
complies with the eligibility require-
ments of §220.4(c)(1)(i). One such re-
quirement is that the purchase be
made ‘‘in reliance upon an agreement
accepted by the creditor (broker-deal-
er) in good faith” that the customer
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will “‘promptly make full cash pay-
ment for the security, if funds suffi-
cient for the purpose are not already in
the account; and, subject to certain ex-
ceptions, §220.4(c)(2) provides that the
creditor shall promptly cancel or lig-
uidate the transaction if payment is
not made by the customer within seven
business days after the date of pur-
chase. As indicated in the Board’s in-
terpretation at 1940 Federal Reserve
Bulletin 1172, a necessary part of the
customer’s undertaking pursuant to
§220.4(c)(1)(i) is that he ‘‘should have
the necessary means of payment read-
ily available when he purchases a secu-
rity in the special cash account. He
should expect to pay for it imme-
diately or in any event within the pe-
riod (of not more than a very few days)
that is as long as is usually required to
carry through the ordinary securities
transaction.”

(d) The arrangements for delayed de-
livery and payment in the case pre-
sented to the Board and outlined above
clearly would be inconsistent with the
requirement of §220.4(c)(1)(i) that the
purchase be made in reliance upon an
agreement accepted by the creditor in
good faith that the customer will
“promptly” make full cash payment
for the security. Accordingly, the
Board said that transactions of the
kind in question would not qualify as a
‘“bona fide cash transaction” and,
therefore, could not properly be ef-
fected in a special cash account, unless
a contrary conclusion would be justi-
fied by the exception in §220.4(c)(5).

(e) Section 220.4(c)(b) provides that if
the creditor, ‘“‘acting in good faith in
accordance with” §220.4(c)(1), pur-
chases a security for a customer ‘‘with
the understanding that he is to deliver
the security promptly to the customer,
and the full cash payment is to be
made promptly by the customer is to
be made against such delivery’, the
creditor may at his option treat the
transaction as one to which the period
applicable under §220.4(c)(2) is not the
seven days therein specified but 35 days
after the date of such purchase. It will
be observed that the application of
§220.4 (c)(b) is specifically conditioned
on the creditor acting in good faith in
accordance with §220.4(c)(1). As noted
above, the existence of the arrange-
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ments for delayed delivery and pay-
ment in the case presented would pre-
vent this condition from being met,
since the customer could not be re-
garded as having agreed to make full
cash payment ‘“‘promptly’’. Further-
more, such arrangements clearly would
be inconsistent with the requirement
of §220.4(c)(5) that the creditor ‘‘deliver
the security promptly to the cus-
tomer”’.

(f) Section 220.4(c)(b) was discussed in
the Board’s published interpretation,
referred to above, which states that ‘it
is not the purpose of (§220.4 (c)(b)) to
allow additional time to customers for
making payment. The ‘prompt deliv-
ery’ described in (§220.4 (c)(b)) is deliv-
ery which is to be made as soon as the
broker or dealer can reasonably make
it in view of the mechanics of the secu-
rities business and the bona fide usages
of the trade. The provision merely rec-
ognizes the fact that in certain cir-
cumstances it is an established bona
fide practice in the trade to obtain pay-
ment against delivery of the security
to the customer, and the further fact
that the mechanics of the trade, unre-
lated to the customer’s readiness to
pay, may sometimes delay such deliv-
ery to the customer’.

(g) In the case presented, it appears
that the only reason for the delay is re-
lated solely to the customer’s readiness
to pay and is in no way attributable to
the mechanics of the securities busi-
ness. Accordingly, it is the Board’s
view that the exception in §220.4(c)(5)
should not be regarded as permitting
the transactions in question to be ef-
fected in a special cash account.

[22 FR 5954, July 27, 1957]
§§220.114-220.116 [Reserved]

§220.117 Exception to 90-day rule in
special cash account.

(a) The Board of Governors has re-
cently interpreted certain of the provi-
sions of §220.4(c)(8), with respect to the
withdrawal of proceeds of a sale of
stock in a ‘‘special cash account’ when
the stock has been sold out of the ac-
count prior to payment for its pur-
chase.

(b) The specific factual situation pre-
sented may be summarized as follows:
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Customer purchased stock in a special cash
account with a member firm on Day 1. On
Day 3 customer sold the same stock at a
profit. On Day 8 customer delivered his
check for the cost of the purchase to the
creditor (member firm). On Day 9 the cred-
itor mailed to the customer a check for the
proceeds of the sale.

(c) Section 220.4(c)(8) prohibits a
creditor, as a general rule, from effect-
ing a purchase of a security in a cus-
tomer’s special cash account if any se-
curity has been purchased in that ac-
count during the preceding 90 days and
has then been sold in the account or
delivered out to any broker or dealer
without having been previously paid
for in full by the customer. One excep-
tion to this general rule reads as fol-
lows:

* % * The creditor may disregard for the
purposes of this subparagraph (§220.4(c) (8)) a
sale without prior payment provided full
cash payment is received within the period
described by subparagraph (2) of this para-
graph (seven days after the date of purchase)
and the customer has not withdrawn the pro-
ceeds of sale on or before the day on which
such payment (and also final payment of any
check received in that connection) is re-
ceived. * * *

(d) Final payment of customer’s
check: (1) The first question is: When is
the creditor to be regarded as having
received ‘‘final payment of any check
received” in connection with the pur-
chase?

(2) The clear purpose of §220.4(c) (8) is
to prevent the use of the proceeds of
sale of a stock by a customer to pay for
its purchase—i.e., to prevent him from
trading on the creditor’s funds by being
able to deposit the sale proceeds prior
to presentment of his own check to the
drawee bank. Thus, when a customer
undertakes to pay for a purchase by
check, that check does not constitute
payment for the purchase, within the
language and intent of the above-
quoted exception in §220.4(c)(8), until it
has been honored by the drawee bank,
indicating the sufficiency of his ac-
count to pay the check.

(3) The phrase ‘‘final payment of any
check” is interpreted as above notwith-
standing §220.6(f), which provides that:

For the purposes of this part (Regulation
T), a creditor may, at his option (1) treat the
receipt in good faith of any check or draft
drawn on a bank which in the ordinary
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course of business is payable on presen-
tation, * * * as receipt of payment of the
amount of such check, draft or order; * * *

This is a general provision substan-
tially the same as language found in
section 4(f) of Regulation T as origi-
nally promulgated in 1934. The lan-
guage of the subject exception to the
90-day rule of §220.4(c)(8), i.e., the ex-
ception based expressly on final ‘“‘pay-
ment of any check,” was added to the
regulation in 1949 by an amendment di-
rected at a specific type of situation.
Because the exception is a special,
more recent provision, and because
§220.6(f), if controlling, would permit
the exception to undermine, to some
extent, the effectiveness of the 90-day
rule, sound principles of construction
require that the phrase ‘‘final payment
of any check” be given its literal and
intended effect.

(4) There is no fixed period of time
from the moment of receipt by the
payee, or of deposit, within which it is
certain that any check will be paid by
the drawee bank. Therefore, in the rare
case where the operation of the subject
exception to §220.4(c)(8) is necessary to
avoid application of the 90-day rule, a
creditor should ascertain (from his
bank of deposit or otherwise) the fact
of payment of a customer’s check given
for the purchase. Having so determined
the day of final payment, the creditor
can permit withdrawal on any subse-
quent day.

(e) Mailing as “withdrawal’’: (1) Also
presented is the question whether the
mailing to the customer of the credi-
tor’s check for the sale proceeds con-
stitutes a withdrawal of such proceeds
by the customer at the time of mailing
so that, if the check for the sale pro-
ceeds is mailed on or before the day on
which the customer’s check for the
purchase is finally paid, the 90-day rule
applies. It may be that a check mailed
one day will not ordinarily be received
by the customer until the next. The
Board is of the view, however, that
when the check for sale proceeds is
issued and released into the mails, the
proceeds are to be regarded as with-
drawn by the customer; a more liberal
interpretation would open a way for
circumvention. Accordingly, the credi-
tor’s check should not be mailed nor
the sale proceeds otherwise released to
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the customer ‘‘on or before the day’’ on
which payment for the purchase, in-
cluding final payment of any check
given for such payment, is received by
the creditor, as determined in accord-
ance with the principles stated herein.

(2) Applying the above principles to
the schedule of transactions described
in the second paragraph of this inter-
pretation, the mailing of the creditor’s
check on ‘“‘Day 9 would be consistent
with the subject exception to
§220.4(c)(8), as interpreted herein, only
if the customer’s check was paid by the
drawee bank on ‘‘Day 8.

[27 FR 3511, Apr. 12, 1962]

§220.118 Time of payment for mutual
fund shares purchased in a special
cash account.

(a) The Board has recently considered
the question whether, in connection
with the purchase of mutual fund
shares in a ‘‘special cash account”
under the provisions of this part 220,
the 7-day period with respect to lig-
uidation for nonpayment is that de-
scribed in §220.4(c)(2) or that described
in §220.4(c)(3).

(b) Section 220.4(c)(2) provides as fol-
lows:

In case a customer purchases a security
(other than an exempted security) in the spe-
cial cash account and does not make full
cash payment for the security within 7 days
after the date on which the security is so
purchased, the creditor shall, except as pro-
vided in subparagraphs (3)-(7) of this para-
graph, promptly cancel or otherwise lig-
uidate the transaction or the unsettled por-
tion thereof.

Section 220.4(c)(3), one of the excep-
tions referred to, provides in relevant
part as follows:

If the security when so purchased is an
unissued security, the period applicable to
the transaction under subparagraph (2) of
this paragraph shall be 7 days after the date
on which the security is made available by
the issuer for delivery to purchasers.

(c) In the case presented, the shares
of the mutual fund (open-end invest-
ment company) are technically not
issued at the time they are sold by the
underwriter and distributor. Several
days may elapse from the date of sale
before a certificate can be delivered by
the transfer agent. The specific inquiry
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to the Board was, in effect, whether the
7-day period after which a purchase
transaction must be liquidated or can-
celled for nonpayment should run, in
the case of mutual fund shares, from
the time when a certificate for the pur-
chased shares is available for delivery
to the purchaser, instead of from the
date of the purchase.

(d) Under the general rule of §220.4
(c)(2) that is applicable to purchases of
outstanding securities, the 7-day period
runs from the date of purchase without
regard to the time required for the me-
chanical acts of transfer of ownership
and delivery of a certificate. This rule
is based on the principles governing the
use of special cash accounts in accord-
ance with which, in the absence of spe-
cial circumstances, payment is to be
made promptly upon the purchase of
securities.

(e) The purpose of §220.4(c)(3) is to
recognize the fact that, when an issue
of securities is to be issued at some
fixed future date, a security that is a
part of such issue can be purchased on
a ‘“‘when-issued’’ basis and that pay-
ment may reasonably be delayed until
after such date of issue, subject to
other basic conditions for transactions
in a special cash account. Thus,
unissued securities should be regarded
as ‘‘made available for delivery to pur-
chasers” on the date when they are
substantially as available as out-
standing securities are available upon
purchase, and this would ordinarily be
the designated date of issuance or, in
the case of a stock dividend, the ‘“‘pay-
ment date’. In any case, the time re-
quired for the mechanics of transfer
and delivery of a certificate is not ma-
terial under §220.4(c)(3) any more than
it is under §220.4(c)(2).

(f) Mutual fund shares are essentially
available upon purchase to the same
extent as outstanding securities. The
mechanics of their issuance and of the
delivery of certificates are not signifi-
cantly different from the mechanics of
transfer and delivery of certificates for
shares of outstanding securities, and
the issuance of mutual fund shares is
not a future event in a sense that
would warrant the extension of the
time for payment beyond that afforded
in the case of outstanding securities.
Consequently, the Board has concluded
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that a purchase of mutual fund shares
is not a purchase of an ‘‘unissued secu-
rity”’ to which §220.4(c)(3) applies, but
is a transaction to which §220.4(c)(2)
applies.

[27 FR 10885, Nov. 8, 1962]

§220.119 Applicability of margin re-
quirements to credit extended to
corporation in connection with re-
tirement of stock.

(a) The Board of Governors has been
asked whether part 220 was violated
when a dealer in securities transferred
to a corporation 4,161 shares of the
stock of such corporation for a consid-
eration of $33,288, of which only 10 per-
cent was paid in cash.

(b) If the transaction was of a KkKind
that must be included in the corpora-
tion’s ‘‘general account’ with the deal-
er (§220.3), it would involve an exces-
sive extension of credit in violation of
§220.3 (b)(1). However, the transaction
would be permissible if the transaction
came within the scope of §220.4(f)(8),
which permits a ‘‘creditor’” (such as
the dealer) to ‘‘Extend and maintain
credit to or for any customer without
collateral or on any collateral what-
ever for any purpose other than pur-
chasing or carrying or trading in secu-
rities.”” Accordingly, the crucial ques-
tion is whether the corporation, in this
transaction, was ‘‘purchasing’’ the 4,161
shares of its stock, within the meaning
of that term as used in this part.

(c) Upon first examination, it might
seem apparent that the transaction
was a purchase by the corporation.
From the viewpoint of the dealer the
transaction was a sale, and ordinarily,
at least a sale by one party connotes a
purchase by the other. Furthermore,
other indicia of a sale/purchase trans-
action were present, such as a transfer
of property for a pecuniary consider-
ation. However, when the underlying
objectives of the margin regulations
are considered, it appears that they do
not encompass a transaction of this na-
ture, where securities are transferred
on credit to the issuer thereof for the
purpose of retirement.

(d) Section 7(a) of the Securities Ex-
change Act of 1934 requires the Board
of Governors to prescribe margin regu-
lations ‘“‘For the purpose of preventing
the excessive use of credit for the pur-
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chase or carrying of securities.” Ac-
cordingly, the provisions of this part
are not intended to prevent the use of
credit where the transaction will not
have the effect of increasing the vol-
ume of credit in the securities mar-
kets.

(e) It appears that the instant trans-
action would have no such effect. When
the transaction was completed, the eq-
uity interest of the dealer was trans-
muted into a dollar-obligation interest;
in lieu of its status as a stockholder of
the corporation, the dealer became a
creditor of that corporation. The cor-
poration did not become the owner of
any securities acquired through the use
of credit; its outstanding stock was
simply reduced by 4,161 shares.

(f) The meaning of ‘‘sale’” and ‘‘pur-
chase’ in the Securities Exchange Act
has been considered by the Federal
courts in a series of decisions dealing
with corporate ‘‘insiders’ profits under
section 16(b) of that Act. Although the
statutory purpose sought to be effec-
tuated in those cases is quite different
from the purpose of the margin regula-
tions, the decisions in question support
the propriety of not regarding a trans-
action as a ‘‘purchase’ where this ac-
cords with the probable legislative in-
tent, even though, literally, the statu-
tory definition seems to include the
particular transaction. See Roberts v.
Eaton (CA 2 1954) 212 F'. 2d 82, and cases
and other authorities there cited. The
governing principle, of course, is to ef-
fectuate the purpose embodied in the
statutory or regulatory provision being
interpreted, even where that purpose
may conflict with the literal words.
U.S. v. Amer. Trucking Ass’ns, 310 U.S.
534, 543 (1940); 2 Sutherland, Statutory
Construction (3d ed. 1943) ch. 45.

(g) There can be little doubt that an
extension of credit to a corporation to
enable it to retire debt securities would
not be for the purpose of ‘‘pur-
chasing * * * securities’ and therefore
would come within §220.4(f)(8), regard-
less of whether the retirement was
obligatory (e.g., at maturity) or was a
voluntary ‘‘call” by the issuer. This is
true, it is difficult to see any valid dis-
tinction, for this purpose, between (1)
voluntary retirement of an indebted-
ness security and (2) voluntary retire-
ment of an equity security.
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(h) For the reasons indicated above,
it is the opinion of the Board of Gov-
ernors that the extension of credit here
involved is not of the kind which the
margin requirements are intended to
regulate and that the transaction de-
scribed does not involve an unlawful
extension of credit as far as this part is
concerned.

(i) The foregoing interpretation re-
lates, of course, only to cases of the
type described. It should not be re-
garded as governing any other situa-
tions; for example, the interpretation
does not deal with cases where securi-
ties are being transferred to someone
other than the issuer, or to the issuer
for a purpose other than immediate re-
tirement. Whether the margin require-
ments are inapplicable to any such sit-
uations would depend upon the rel-
evant facts of actual cases presented.

[27 FR 12346, Dec. 13, 1962]
§220.120 [Reserved]

§220.121 Applicability of margin re-
quirements to joint account be-
tween two creditors.

(a) The Board has recently been
asked whether extensions of credit in a
joint account between two brokerage
firms, a member of a national securi-
ties exchange (“‘Firm X’’) and a mem-
ber of the National Association of Se-
curities Dealers (“‘Firm Y’’) are subject
to the margin requirements of this part
(Regulation T). It is understood that
similar joint accounts are not uncom-
mon, and it appears that the margin
requirements of the regulation are not
consistently applied to extensions of
credit in the accounts.

(b) When the account in question was
opened, Firm Y deposited $5,000 with
Firm X and has made no further de-
posit in the account, except for the
monthly settlement described below.
Both firms have the privilege of buying
and selling specified securities in the
account, but it appears that Firm X
initiates most of the transactions
therein. Trading volume may run from
half a million to a million dollars a
month. Firm X carries the ‘official”
ledger of the account and sends Firm Y
a monthly statement with a complete
record of all transactions effected dur-
ing the month. Settlement is then
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made in accordance with the agree-
ment between the two firms, which
provides that profits and losses shall be
shared equally on a fifty-fifty basis.
However, all transactions are con-
firmed and reconfirmed between the
two on a daily basis.
(c) Section 220.3(a) provides that

All financial relations between a creditor
and a customer, whether recorded in one
record or in more than one record, shall be
included in and be deemed to be part of the
customer’s general account with the cred-
itor, * * *,

and §220.2(c) defines the term
tomer’”’ to include

“‘cus-

* % % gny person, or any group of persons
acting jointly, * * * to or for whom a cred-

itor is extending or maintaining any credit
* k% %

In the course of a normal month’s oper-
ations, both Firm X and Firm Y are at
one time or another extending credit to
the joint account, since both make pur-
chases for the account that are not
“‘settled”” until the month’s end. Con-

sequently, the account would be a
“‘customer” within the above defini-
tion.

(d) Section 220.6(b) provides, with re-
spect to the account of a joint adven-
ture in which a creditor participates,
that

* * * the adjusted debit balance of the ac-
count shall include, in addition to the items
specified in §220.3(d), any amount by which
the creditor’s contribution to the joint ad-
venture exceeds the contribution which he
would have made if he had contributed mere-
ly in proportion to his right to share in the
profits of the joint adventure.

In addition, the final paragraph of
§220.2(c) states that the definition of
“‘customer”’

* * * includes any joint adventure in which
a creditor participates and which would be
considered a customer of the creditor if the
creditor were not a participant.

(e) The above provisions clearly
evince the Board’s intent that the reg-
ulation shall cover trading accounts in
which a creditor participates. If addi-
tional confirmation were needed, it is
supplied by the fact that the Board
found it needful specifically to exempt
from ordinary margin requirements
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credit extended to certain joint ac-
counts in which a creditor participates.
These include the account in which
transactions of odd-lot dealers may be
financed under §220.4(f) (4), and the spe-
cialist’s account under §220.4(g). Ac-
cordingly, the Board concluded that
the joint account between Firm X and
Firm Y is a ‘‘customer’” within the
meaning of the regulation, and that ex-
tensions of credit in the account are
subject to margin requirements.

[31 FR 7169, May 17, 1966]

§220.122 “Deep in the money put and
call options” as extensions of credit.

(a) The Board of Governors has been
asked to determine whether the busi-
ness of selling instruments described as
‘““deep in the money put and call op-
tions” would involve an extension of
credit for the purposes of the Board’s
regulations governing margin require-
ments for securities transactions. Most
of such options would be of the ‘‘call”
type, such as the following proposal
that was presented to the Board for its
consideration:

If X stock is selling at $100 per share, the
customer would pay about $3,250 for a con-
tract to purchase 100 shares of X at $70 per
share within a 30-day period. The contract
would be guaranteed by an exchange mem-
ber, as are standard ‘‘puts” and ‘‘calls’.
When the contract is made with the cus-
tomer, the seller, who will also be the writer
of the contract, will immediately purchase
100 shares of X at $100 per share through the
guarantor member firm in a margin account.
If the customer exercises the option, the
shares will be delivered to him; if the option
is not exercised, the writer will sell the
shares in the margin account to close out
the transaction. As a practical matter, it is
anticipated that the customer will exercise
the option in almost every case.

(b) An ordinary ‘‘put’” is an option
given to a person to sell to the writer
of the put a specified amount of securi-
ties at a stated price within a certain
time. A ‘“‘call” is an option given to a
person to buy from the writer a speci-
fied amount of securities at a stated
price within a certain time. To be free-
ly saleable, options must be indorsed,
or guaranteed, by a member firm of the
exchange on which the security is reg-
istered. The guarantor charges a fee for
this service.
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(c) The option embodied in the nor-
mal put or call is exercisable either at
the market price of the security at the
time the option is written, or some
“points away’’ from the market. The
price of a normal option is modest by
comparison with the margin required
to take a position. Writers of normal
options are persons who are satisfied
with the current price of a security,
and are prepared to purchase or sell at
that price, with the small profit pro-
vided by the fee. Moreover, since a
large proportion of all options are
never exercised, a person who custom-
arily writes normal options can antici-
pate that the fee would be clear profit
in many cases, and he will not be obli-
gated to buy or sell the stock in ques-
tion.

(d) The stock exchanges require that
the writer of an option deposit and
maintain in his margin account with
the indorser 30 percent of the current
market price in the case of a call (un-
less he has a long position in the stock)
and 25 percent in the case of a put (un-
less he has a short position in the
stock). Many indorsing firms in fact re-
quire larger deposits. Under §220.3(a) of
Regulation T, all financial relations
between a broker and his customer
must be included in the customer’s
general account, unless specifically eli-
gible for one of the special accounts
authorized by §220.4. Accordingly, the
writer, as a customer of the member
firm, must make a deposit, which is in-
cluded in his general account.

(e) In order to prevent the deposit
from being available against other
margin purchases, and in effect count-
ed twice, §220.3(d)(6) requires that in
computing the customer’s adjusted
debit balance, there shall be included
‘““the amount of any margin custom-
arily required by the creditor in con-
nection with his endorsement or guar-
antee of any put, call, or other option”’.
No other margin deposit is required in
connection with a normal put or call
option under Regulation T.

(f) Turning to the ‘‘deep in the
money’’ proposed option contract de-
scribed above, the price paid by the
buyer can be divided into (1) a deposit
of 30 percent of the current market
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value of the stock, and (2) an addi-
tional fixed charge, or fee. To the ex-
tent that the price of the stock rose
during the 30 ensuing days the pro-
posed instrument would produce re-
sults similar to those in the case of an
ordinary profitable call, and the con-
tract right would be exercised. But
even if the price fell, unlike the situa-
tion with a normal option, the buyer
would still be virtually certain to exer-
cise his right to purchase before it ex-
pired, in order to minimize his loss.
The result would be that the buyer
would not have a genuine choice
whether or not to buy. Rather, the in-
strument would have made it possible
for him, in effect, to purchase stock as
of the time the contract was written by
depositing 30 percent of the stock’s
current market price.

(g) It was suggested that the pro-
posed contract is not unusual, since
there are examples of ordinary options
selling at up to 28 percent of current
market value. However, such examples
are of options running for 12 months,
and reflect expectations of changes in
the price of the stock over that period.
The 30-day contracts discussed above
are not comparable to such 12-month
options, because instances of true ex-
pectations of price changes of this
magnitude over a 30-day period would
be exceedingly rare. And a contract
that does not reflect such true expecta-
tions of price change, plus a reasonable
fee for the services of the writer, is not
an option in the accepted meaning of
the term.

(h) Because of the virtual certainty
that the contract right would be exer-
cised under the proposal described
above, the writer would buy the stock
in a margin account with an indorsing
firm immediately on writing the con-
tract. The indorsing firm would extend
credit in the amount of 20 percent of
the current market price of the stock,
the maximum permitted by the current
§220.8 (supplement to Regulation T).
The writer would deposit the 30 percent
supplied by the buyer, and furnish the
remaining 50 percent out of his own
working capital. His account with the
indorsing firm would thus be appro-
priately margined.

(i) As to the buyer, however, the
writer would function as a broker. In
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effect, he would purchase the stock for
the account, or use, of the buyer, on
what might be described as a deferred
payment arrangement. Like an ordi-
nary broker, the writer of the contract
described above would put up funds to
pay for the difference between the
price of securities the customer wished
to purchase and the customer’s own
contribution. His only risk would be
that the price of the securities would
decline in excess of the customer’s con-
tribution. True, he would be locked in,
and could not liquidate the customer’s
collateral for 30 days even if the mar-
ket price should fall in excess of 30 per-
cent, but the risk of such a decline is
extremely slight.

(j) Like any other broker who ex-
tends credit in a margin account, the
writer who was in the business of writ-
ing and selling such a contract would
be satisfied with a fixed predetermined
amount of return on his venture, since
he would realize only the fee charged.
Unlike a writer of ordinary puts and
calls, he would not receive a substan-
tial part of his income from fees on
unexercised contract rights. The simi-
larity of his activities to those of a
broker, and the dissimilarity to a writ-
er of ordinary options, would be under-
scored by the fact that his fee would be
a fixed predetermined amount of return
similar to an interest charge, rather
than a fee arrived at individually for
each transaction according to the vola-
tility of the stock and other individual
considerations.

(k) The buyer’s general account with
the writer would in effect reflect a
debit for the purchase price of the
stock and, on the credit side, a deposit
of cash in the amount of 30 percent of
that price, plus an extension of credit
for the remaining 70 percent, rather
than the maximum permissible 20 per-
cent.

(1) For the reasons stated above, the
Board concluded that the proposed con-
tracts would involve extensions of
credit by the writer as broker in an
amount exceeding that permitted by
the current supplement to Regulation
T. Accordingly, the writing of such
contracts by a brokerage firm is pres-
ently prohibited by such regulation,
and any brokerage firm that endorses
such a contract would be arranging for
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credit in an amount greater than the
firm itself could extend, a practice that
is prohibited by §220.7(a).

[35 FR 3280, Feb. 21, 1970]

§220.123 Partial delayed issue con-
tracts covering nonconvertible
bonds.

(a) During recent years, it has be-
come customary for portions of new
issues of nonconvertible bonds and pre-
ferred stocks to be sold subject to par-
tial delayed issue contracts, which
have customarily been referred to in
the industry as ‘‘delayed delivery’ con-
tracts, and the Board of Governors has
been asked for its views as to whether
such transactions involve any viola-
tions of the Board’s margin regula-
tions.

(b) The practice of issuing a portion
of a debt (or equivalent) security issue
at a date subsequent to the main un-
derwriting has arisen where market
conditions made it difficult or impos-
sible, in a number of instances, to place
an entire issue simultaneously. In in-
stances of this kind, institutional in-
vestors (e.g., insurance companies or
pension funds) whose cash flow is such
that they expect to have funds avail-
able some months in the future, have
been willing to subscribe to a portion,
to be issued to them at a future date.
The issuer has been willing to agree to
issue the securities in two or more
stages because it did not immediately
need the proceeds to be realized from
the deferred portion, because it could
not raise funds on better terms, or be-
cause it preferred to have a certain
portion of the issue taken down by an
investor of this type.

(c) In the case of such a delayed issue
contract, the underwriter is authorized
to solicit from institutional customers
offers to purchase from the issuer, pur-
suant to contracts of the kind de-
scribed above, and the agreement be-
comes binding at the underwriters’
closing, subject to specified conditions.
When securities are issued pursuant to
the agreement, the purchase price in-
cludes accrued interest or dividends,
and until they are issued to it, the pur-
chaser does not, in the case of bonds,
have rights under the trust indenture,
or, in the case of preferred stocks, vot-
ing rights.

29

§220.123

(d) Securities sold pursuant to such
arrangements are high quality debt
issues (or their equivalent). The pur-
chasers buy with a view to investment
and do not resell or otherwise dispose
of the contract prior to its completion.
Delayed issue arrangements are not ac-
ceptable to issuers unless a substantial
portion of an issue, not less than 10
percent, is involved.

(e) Sections 3(a) (13) and (14) of the
Securities Exchange Act of 1934 provide
that an agreement to purchase is
equivalent to a purchase, and an agree-
ment to sell to a sale. The Board has
hitherto expressed the view that credit
is extended at the time when there is a
firm agreement to extend such credit
(1968 Federal Reserve Bulletin 328; 12
CFR 207.101; 9 6800 Published Interpre-
tations of the Board of Governors). Ac-
cordingly, in instances of the kind de-
scribed above, the issuer may be re-
garded as extending credit to the insti-
tutional purchaser at the time of the
underwriters’ closing, when the obliga-
tions of both become fixed.

(f) Section 220.7(a) of the Board’s
Regulation T (12 CFR 220.7(a)), with an
exception not applicable here, forbids a
creditor subject to that regulation to
arrange for credit on terms on which
the creditor could not itself extend the
credit. Sections 220.4(c) (1) and (2) (12
CFR 220.4(c) (1) and (2)) provide that a
creditor may not sell securities to a
customer except in good faith reliance
upon an agreement that the customer
will promptly, and in no event in more
than 7 full business days, make full
cash payment for the securities. Since
the underwriters in question are credi-
tors subject to the regulation, unless
some specific exception applies, they
are forbidden to arrange for the credit
described above. This result follows be-
cause payment is not made until more
than 7 full business days have passed
from the time the credit is extended.

(g) However, §220.4(c)(3) provides
that:

If the security when so purchased is an
unissued security, the period applicable to
the transaction under subparagraph (2) of
this paragraph shall be 7 days after the date
on which the security is made available by
the issuer for delivery to purchasers.
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(h) In interpreting §220.4(c)(3), the
Board has stated that the purpose of
the provision:

* * % is to recognize the fact that, when an
issue of securities is to be issued at some fu-
ture fixed date, a security that is part of
such issue can be purchased on a ‘‘when-
issued” basis and that payment may reason-
ably be delayed until after such date of issue,
subject to other basic conditions for trans-
actions in a special cash account. (1962 Fed-
eral Reserve Bulletin 1427; 12 CFR 220.118;
95996, Published Interpretations of the Board
of Governors.)

In that situation, the Board distin-
guished the case of mutual fund shares,
which technically are not issued until
the certificate can be delivered by the
transfer agent. The Board held that
mutual fund shares must be regarded
as issued at the time of purchase be-
cause they are:

* % * egsentially available upon purchase
to the same extent as outstanding securities.
The mechanics of their issuance and of the
delivery of certificates are not significantly
different from the mechanics of transfer and
delivery of certificates for shares of out-
standing securities, and the issuance of mu-
tual fund shares is not a future event in the
sense that would warrant the extension of
the time for payment beyond that afforded
in the case of outstanding securities. (ibid.)

The issuance of debt securities subject
to delayed issue contracts, by contrast
with that of mutual fund shares, which
are in a status of continual under-
writing, is a specific single event tak-
ing place at a future date fixed by the
issuer with a view to its need for funds
and the availability of those funds
under current market conditions.

(i) For the reasons stated above the
Board concluded that the nonconvert-
ible debt and preferred stock subject to
delayed issue contracts of the kind de-
scribed above should not be regarded as
having been issued until delivered, pur-
suant to the agreement, to the institu-
tional purchaser. This interpretation
does not apply, of course, to fact situa-
tions different from that described in
this section.

[36 FR 27717, Feb. 10, 1971]
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§220.124 Installment sale of tax-shel-
ter programs as “arranging” for
credit.

(a) The Board has been asked wheth-
er the sale by brokers and dealers of
tax-shelter programs containing a pro-
vision that payment for the program
may be made in installments would
constitute ‘‘arranging’ for credit in
violation of this part 220. For the pur-
poses of this interpretation, the term
‘“‘tax-shelter program’ means a pro-
gram which is required to be registered
pursuant to section 5 of the Securities
Act of 1933 (16 U.S.C. section 77e), in
which tax benefits, such as the ability
to deduct substantial amounts of de-
preciation or oil exploration expenses,
are made available to a person invest-
ing in the program. The programs may
take various legal forms and can relate
to a variety of industries including, but
not limited to, oil and gas exploration
programs, real estate syndications (ex-
cept real estate investment trusts), cit-
rus grove developments and cattle pro-
grams.

(b) The most common type of tax-
shelter program takes the form of a
limited partnership. In the case of the
programs under consideration, the in-
vestor would commit himself to pur-
chase and the partnership would com-
mit itself to sell the interests. The in-
vestor would be entitled to the bene-
fits, and become subject to the risks of
ownership at the time the contract is
made, although the full purchase price
is not then required to be paid. The
balance of the purchase price after the
downpayment usually is payable in in-
stallments which range from 1 to 10
years depending on the program. Thus,
the partnership would be extending
credit to the purchaser until the time
when the latter’s contractual obliga-
tion has been fulfilled and the final
payment made.

(c) With an exception not applicable
here, §220.7(a) of Regulation T provides
that:

A creditor [broker or dealer] may arrange
for the extension or maintenance of credit to
or for any customer of such creditor by any
person upon the same terms and conditions
as those upon which the creditor, under the
provisions of this part, may himself extend
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or maintain such credit to such customer,
but only such terms and conditions * * *

(d) In the case of credit for the pur-
pose of purchasing or carrying securi-
ties (purpose credit), §220.8 of the regu-
lation (the Supplement to Regulation
T) does not permit any loan value to be
given securities that are not registered
on a national securities exchange, in-
cluded on the Board’s OTC Margin List,
or exempted by statute from the regu-
lation.

(e) The courts have consistently held
investment programs such as those de-
scribed above to be ‘‘securities’ for
purpose of both the Securities Act of
1933 and the Securities Exchange Act of
1934. The courts have also held that the
two statutes are to be construed to-
gether. Tax-shelter programs, accord-
ingly, are securities for purposes of
Regulation T. They also are not reg-
istered on a national securities ex-
change, included on the Board’s OTC
Margin List, or exempted by statute
from the regulation.

(f) Accordingly, the Board concludes
that the sale by a broker/dealer of tax-
shelter programs containing a provi-
sion that payment for the program
may be made in installments would
constitute ‘‘arranging’” for the exten-
sion of credit to purchase or carry se-
curities in violation of the prohibitions
of §§220.7(a) and 220.8 of Regulation T.

[37 FR 6568, Mar. 31, 1972]
§220.125-220.126 [Reserved]

§220.127 Independent broker/dealers
arranging credit in connection with
the sale of insurance premium
funding programs.

(a) The Board’s September 5, 1972,
clarifying amendment to §220.4(k) set
forth that creditors who arrange credit
for the acquisition of mutual fund
shares and insurance are also per-
mitted to sell mutual fund shares with-
out insurance under the provisions of
the special cash account. It should be
understood, of course, that such ac-
count provides a relatively short credit
period of up to 7 business days even
with so-called cash transactions. This
amendment was in accordance with the

31

§220.127

Board’s understanding in 1969, when
the insurance premium funding provi-
sions were adopted in §220.4(k), that
firms engaged in a general securities
business would not also be engaged in
the sale and arranging of credit in con-
nection with such insurance premium
funding programs.

(b) The 1972 amendment eliminated
from §220.4(k) the requirement that, to
be eligible for the provisions of the sec-
tion, a creditor had to be the issuer, or
a subsidiary or affiliate of the issuer, of
programs which combine the acquisi-
tion of both mutual fund shares and in-
surance. Thus the amendment permits
an independent broker/dealer to sell
such a program and to arrange for fi-
nancing in that connection. In reach-
ing such decision, the Board again re-
lied upon the earlier understanding
that independent broker/dealers who
would sell such programs would not be
engaged in transacting a general secu-
rities business.

(c) In response to a specific view re-
cently expressed, the Board agrees that
under Regulation T:

* % % g broker/dealer dealing in special in-
surance premium funding products can only
extend credit in connection with such prod-
ucts or in connection with the sale of shares
of registered investment companies under
the cash accounts * * * (and) cannot engage
in the general securities business or sell any
securities other than shares * * * (in) reg-
istered investment companies through a cash
account or any other manner involving the
extension of credit.

(d) There is a way, of course, as has
been indicated, that an independent
broker/dealer might be able to sell
other than shares of registered invest-
ment companies without creating any
conflict with the regulation. Such sales
could be executed on a ‘‘funds on hand”
basis and in the case of payment by
check, would have to include the col-
lection of such check. It is understood
from industry sources, however, that
few if any independent broker/dealers
engage solely in a ‘‘fund on hand” type
of operation.

[38 FR 11066, May 4, 1973]
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§220.128 Treatment of simultaneous
long and short positions in the
same margin account when put or
call options or combinations there-
of on such stock are also out-
standing in the account.

(a) The Board was recently asked
whether under Regulation T, ‘‘Credit
by Brokers and Dealers” (12 CFR part
220), if there are simultaneous long and
short positions in the same security in
the same margin account (often re-
ferred to as a short sale ‘‘against the
box’’), such positions may be used to
supply the place of the deposit of mar-
gin ordinarily required in connection
with the guarantee by a creditor of a
put or call option or combination
thereof on such stock.

(b) The applicable provisions of regu-
lation T are §220.3(d)(3) and (b) and
§220.3(g)(4) and (5) which provide as fol-
lows:

(d) * * * the adjusted debit balance of a
general account * * * shall be calculated by
taking the sum of the following items:

* *

(3) The current market value of any securi-
ties (other than unissued securities) sold
short in the general account plus, for each
security (other than an exempted security),
such amount as the board shall prescribe
from time to time in §220.8(d) (the supple-
ment to regulation T) as the margin required
for such short sales, except that such
amount so prescribed in such §220.8(d) need
not be included when there are held in the
general account * * * the same securities or
securities exchangeable or convertible with-
in 90 calendar days, without restriction
other than the payment of money, into such
securities sold short;

* * * * *

(5) The amount of any margin customarily
required by the creditor in connection with
his endorsement or guarantee of any put,
call, or other option;

* *

(g) * * * (4) Any transaction which serves
to meet the requirements of paragraph (e) of
this section or otherwise serves to permit
any offsetting transaction in an account
shall, to that extent, be unavailable to per-
mit any other transaction in such account.
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(5) For the purposes of this part (regula-
tion T), if a security has maximum loan
value under paragraph (c)(1) of this section
in a general account, or under §220.4(j) in a
special convertible debt security account, a
sale of the same security (even though not
the same certificate) in such account shall
be deemed to be a long sale and shall not be
deemed to be or treated as a short sale.

(c) Rule 431 of the New York Stock
Exchange requires that a creditor ob-
tain a minimum deposit of 25 percent
of the current market value of the
optioned stock in connection with his
issuance or guarantee of a put, and at
least 30 percent in the case of a call
(and that such position be ‘“‘marked to
the market’’), but permits a short posi-
tion in the stock to serve in lieu of the
required deposit in the case of a put
and a long position to serve in the case
of a call. Thus, where the appropriate
position is held in an account, that po-
sition may serve as the margin re-
quired by §220.3(d)(5).

(d) In a short sale ‘‘against the box,”
however, the customer is both long and
short the same security. He may have
established either position, properly
margined, prior to taking the other, or
he may have deposited fully paid secu-
rities in his margin account on the
same day he makes a short sale of such
securities. In either case, he will have
directed his broker to borrow securities
elsewhere in order to make delivery on
the short sale rather than using his
long position for this purpose (see also
17 CFR 240.3b-3).

(e) Generally speaking, a customer
makes a short sale ‘‘against the box”’
for tax reasons. Regulation T, however,
provides in §220.3(g) that the two posi-
tions must be ‘‘netted out’ for the pur-
poses of the calculations required by
the regulation. Thus, the board con-
cludes that neither position would be
available to serve as the deposit of
margin required in connection with the
endorsement by the creditor of an op-
tion.

(f) A similar conclusion obtains
under §220.3(d)(3). That section pro-
vides, in essence, that the margin oth-
erwise required in connection with a
short sale need not be included in the
account if the customer has in the ac-
count a long position in the same secu-
rity. In §220.3(g) (4), however, it is pro-
vided that ‘“‘[Alny transaction which
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* % % gerves to permit any offsetting
transaction in an account shall, to that
extent, be unavailable to permit any
other transaction in such account.”
Thus, if a customer has, for example, a
long position in a security and that
long position has been used to supply
the margin required in connection with
a short sale of the same security, then
the long position is unavailable to
serve as the margin required in connec-
tion with the creditor’s endorsement of
a call option on such security.

(g) A situation was also described in
which a customer has purported to es-
tablish simultaneous offsetting long
and short positions by executing a
‘“‘cross’ or wash sale of the security on
the same day. In this situation, no
change in the beneficial ownership of
stock has taken place. Since there is
no actual ‘“‘contra’” party to either
transaction, and no stock has been bor-
rowed or delivered to accomplish the
short sale, such fictitious positions
would have no value for purposes of the
Board’s margin regulations. Indeed, the
adoption of such a scheme in connec-
tion with an overall strategy involving
the issuance, endorsement, or guar-
antee of put or call options or combina-
tions thereof appears to be manipula-
tive and may have been employed for
the purpose of circumventing the re-
quirements of the regulations.

[38 FR 12098, May 9, 1973]
§§220.129-220.130 [Reserved]

§220.131 Application of the arranging
section to broker-dealer activities
under SEC Rule 144A.

(a) The Board has been asked wheth-
er the purchase by a broker-dealer of
debt securities for resale in reliance on
Rule 144A of the Securities and Ex-
change Commission (17 CFR 230.144A)1
may be considered an arranging of
credit permitted as an ‘‘investment
banking service’’ under §220.13(a) of
Regulation T.

(b) SEC Rule 144A provides a safe
harbor exemption from the registration
requirements of the Securities Act of
1933 for resales of restricted securities

1Rule 144A, 17 CFR 230.144A, was originally
published in the FEDERAL REGISTER at 55 FR
17933, April 30, 1990.
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to qualified institutional buyers, as de-
fined in the rule. In general, a qualified
institutional buyer is an institutional
investor that in the aggregate owns
and invests on a discretionary basis at
least $100 million in securities of
issuers that are not affiliated with the
buyer. Registered broker-dealers need
only own and invest on a discretionary
basis at least $10 million of securities
in order to purchase as principal under
the rule. Section 4(2) of the Securities
Act of 1933 provides an exemption from
the registration requirements for
‘“¢ransactions by an issuer not involv-
ing any public offering.”” Securities ac-
quired in a transaction under section
4(2) cannot be resold without registra-
tion under the Act or an exemption
therefrom. Rule 144A provides a safe
harbor exemption for resales of such
securities. Accordingly, broker-dealers
that previously acted only as agents in
intermediating between issuers and
purchasers of privately-placed securi-
ties, due to the lack of such a safe har-
bor, now may purchase privately-
placed securities from issuers as prin-
cipal and resell such securities to
“qualified institutional buyers’ under
Rule 144A.

(c) The Board has consistently treat-
ed the purchase of a privately-placed
debt security as an extension of credit
subject to the margin regulations. If
the issuer uses the proceeds to buy se-
curities, the purchase of the privately-
placed debt security by a creditor rep-
resents an extension of ‘‘purpose cred-
it”’ to the issuer. Section 7(c) of the Se-
curities Exchange Act of 1934 prohibits
the extension of purpose credit by a
creditor if the credit is unsecured, se-
cured by collateral other than securi-
ties, or secured by any security (other
than an exempted security) in con-
travention of Federal Reserve regula-
tions. If a debt security sold pursuant
to Rule 144A represents purpose credit
and is not properly collateralized by se-
curities, the statute and Regulation T
can be viewed as preventing the
broker-dealer from taking the security
into inventory in spite of the fact that
the broker-dealer intends to imme-
diately resell the debt security.

(d) Under §220.13 of Regulation T, a
creditor may arrange credit it cannot
itself extend if the arrangement is an
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“investment banking service’” and the
credit does not violate Regulations G
and U. Investment banking services are
defined to include, but not be limited
to, ‘“‘underwritings, private placements,
and advice and other services in con-
nection with exchange offers, mergers,
or acquisitions, except for
underwritings that involve the public
distribution of an equity security with
installment or other deferred-payment
provisions.” To comply with Regula-
tions G and U where the proceeds of
debt securities sold under Rule 144A
may be used to purchase or carry mar-
gin stock and the debt securities are
secured in whole or in part, directly or
indirectly by margin stock (see 12 CFR
207.2(f), 207.112, and 221.2(g)), the mar-
gin requirements of the regulations
must be met.

(e) The SEC’s objective in adopting
Rule 144A is to achieve ‘‘a more liquid
and efficient institutional resale mar-
ket for unregistered securities.” To
further this objective, the Board be-
lieves it is appropriate for Regulation
T purposes to characterize the partici-
pation of broker-dealers in this unique
and limited market as an ‘‘investment
banking service.”” The Board is there-
fore of the view that the purchase by a
creditor of debt securities for resale
pursuant to SEC Rule 144A may be con-
sidered an investment banking service
under the arranging section of Regula-
tion T. The market-making activities
of broker-dealers who hold themselves
out to other institutions as willing to
buy and sell Rule 144A securities on a
regular and continuous basis may also
be considered an arranging of credit
permissible under §220.13(a) of Regula-
tion T.

[Reg. T, 55 FR 29566, July 20, 1990]
§220.132 Credit to brokers and deal-
ers.

For text of this interpretation, see
§207.114 of this subchapter.

[Reg. T, 61 FR 60167, Nov. 26, 1996]
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PART 221—CREDIT BY BANKS AND
PERSONS OTHER THAN BROKERS
OR DEALERS FOR THE PURPOSE
OF PURCHASING OR CARRYING
MARGIN STOCK (REGULATION U)

Sec.
221.1
221.2

Authority, purpose, and scope.

Definitions.

221.3 General requirements.

221.4 Employee stock option, purchase, and
ownership plans.

221.5 Special purpose loans to brokers and
dealers.

221.6 Exempted transactions.

221.7 Supplement: Maximum loan value of
margin stock and other collateral.

INTERPRETATIONS

221.101 Determination and effect of purpose
of loan.

221.102 Application to committed credit
where funds are disbursed thereafter.

221.103 Loans to brokers or dealers.

221.104 Federal credit unions.

221.1056 Arranging for extensions of credit to
be made by a bank.

221.106 Reliance in ‘‘good faith’ on state-
ment of purpose of loan.

221.107 Arranging loan to purchase open-end
investment company shares.

221.108 Effect of registration of stock subse-
quent to making of loan.

221.109 Loan to open-end investment com-
pany.

221.110 Questions arising under this part.

221.111 Contribution to joint venture as ex-
tension of credit when the contribution
is disproportionate to the contributor’s
share in the venture’s profits or losses.

221.112 Loans by bank in capacity as trust-
ee.

221.113 Loan which is secured indirectly by
stock.

221.114 Bank loans to purchase stock of
American Telephone and Telegraph Com-
pany under Employees’ Stock Plan.

221.115 Accepting a purpose statement
through the mail without benefit of face-
to-face interview.

221.116 Bank loans to replenish working
capital used to purchase mutual fund
shares.

221.117 When bank in ‘‘good faith’ has not
relied on stock as collateral.

221.118 Bank arranging for extension of
credit by corporation.

221.119 Applicability of plan-lender provi-
sions to financing of stock options and



Federal Reserve System

stock purchase rights qualified or re-
stricted under Internal Revenue Code.

221.120 Allocation of stock collateral to pur-
pose and nonpurpose credits to same cus-
tomer.

221.121 Extension of credit in certain stock
option and stock purchase plans.

221.122 Applicability of margin require-
ments to credit in connection with Insur-
ance Premium Funding Programs.

221.123 Combined credit for exercising em-
ployee stock options and paying income
taxes incurred as a result of such exer-
cise.

221.124 Purchase of debt securities to fi-
nance corporate takeovers.

221.125 Credit to brokers and dealers.

AUTHORITY: 15 U.S.C. 78c, 78g, 78q, and 78w.

SOURCE: Reg. U, 63 FR 2827, Jan. 16, 1998,
unless otherwise noted.

§221.1 Authority, purpose, and scope.

(a) Authority. Regulation U (this
part) is issued by the Board of Gov-
ernors of the Federal Reserve System
(the Board) pursuant to the Securities
Exchange Act of 1934 (the Act) (15
U.S.C. 78a et seq.).

(b) Purpose and scope. (1) This part
imposes credit restrictions upon per-
sons other than brokers or dealers
(hereinafter lenders) that extend credit
for the purpose of buying or carrying
margin stock if the credit is secured di-
rectly or indirectly by margin stock.
Lenders include ‘‘banks’ (as defined in
§221.2) and other persons who are re-
quired to register with the Board under
§221.3(b). Lenders may not extend more
than the maximum loan value of the
collateral securing such credit, as set
by the Board in §221.7 (the Supple-
ment).

(2) This part does not apply to clear-
ing agencies regulated by the Securi-
ties and Exchange Commission or the
Commodity Futures Trading Commis-
sion that accept deposits of margin
stock in connection with:

(i) The issuance of, or guarantee of,
or the clearance of transactions in, any
security (including options on any se-
curity, certificate of deposit, securities
index or foreign currency); or

(ii) The guarantee of contracts for
the purchase or sale of a commodity
for future delivery or options on such
contracts.

(3) This part does not apply to credit
extended to an exempted borrower.
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(c) Availability of forms. The forms
referenced in this part are available
from the Federal Reserve Banks.

§221.2 Definitions.

The terms used in this part have the
meanings given them in section 3(a) of
the Act or as defined in this section as
follows:

Affiliate means:

(1) For banks:

(i) Any bank holding company of
which a bank is a subsidiary within the
meaning of the Bank Holding Company
Act of 1956, as amended (12 U.S.C.
1841(d));

(ii) Any other subsidiary of such
bank holding company; and

(iii) Any other corporation, business
trust, association, or other similar or-
ganization that is an affiliate as de-
fined in section 2(b) of the Banking Act
of 1933 (12 U.S.C. 221a(c));

(2) For nonbank lenders, affiliate
means any person who, directly or indi-
rectly, through one or more inter-
mediaries, controls, or is controlled by,
or is under common control with the
lender.

Bank. (1) Bank. Has the meaning
given to it in section 3(a)(6) of the Act
(15 U.S.C. 78c(a)(6)) and includes:

(i) Any subsidiary of a bank;

(ii) Any corporation organized under
section 25(a) of the Federal Reserve Act
(12 U.S.C. 611); and

(iii) Any agency or branch of a for-
eign bank located within the United
States.

(2) Bank does not include:

(i) Any savings and loan association;

(ii) Any credit union;

(iii) Any lending institution that is
an instrumentality or agency of the
United States; or

(iv) Any member of a national securi-
ties exchange.

Carrying credit is credit that enables
a customer to maintain, reduce, or re-
tire indebtedness originally incurred to
purchase a security that is currently a
margin stock.

Current market value of:

(1) A security means:

(i) If quotations are available, the
closing sale price of the security on the
preceding business day, as appearing on
any regularly published reporting or
quotation service; or
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(ii) If there is no closing sale price,
the lender may use any reasonable esti-
mate of the market value of the secu-
rity as of the close of business on the
preceding business day; or

(iii) If the credit is used to finance
the purchase of the security, the total
cost of purchase, which may include
any commissions charged.

(2) Any other collateral means a
value determined by any reasonable
method.

Customer excludes an exempted bor-
rower and includes any person or per-
sons acting jointly, to or for whom a
lender extends or maintains credit.

Examining authority means:

(1) The national securities exchange
or national securities association of
which a broker or dealer is a member;
or

(2) If a member of more than one self-
regulatory organization, the organiza-
tion designated by the Securities and
Exchange Commission as the exam-
ining authority for the broker or deal-
er.

Exempted borrower means a member
of a national securities exchange or a
registered broker or dealer, a substan-
tial portion of whose business consists
of transactions with persons other than
brokers or dealers, and includes a bor-
rower who:

(1) Maintains at least 1000 active ac-
counts on an annual basis for persons
other than brokers, dealers, and per-
sons associated with a broker or dealer;

(2) Barns at least $10 million in gross
revenues on an annual basis from
transactions with persons other than
brokers, dealers, and persons associ-
ated with a broker or dealer; or

(3) Earns at least 10 percent of its
gross revenues on an annual basis from
transactions with persons other than
brokers, dealers, and persons associ-
ated with a broker-dealer.

Good faith with respect to:

(1) The loan value of collateral means
that amount (not exceeding 100 per
cent of the current market value of the
collateral) which a lender, exercising
sound credit judgment, would lend,
without regard to the customer’s other
assets held as collateral in connection
with unrelated transactions.

(2) Making a determination or ac-
cepting a statement concerning a bor-
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rower means that the lender or its duly
authorized representative is alert to
the circumstances surrounding the
credit, and if in possession of informa-
tion that would cause a prudent person
not to make the determination or ac-
cept the notice or certification without
inquiry, investigates and is satisfied
that it is correct;

In the ordinary course of business
means occurring or reasonably ex-
pected to occur in carrying out or fur-
thering any business purpose, or in the
case of an individual, in the course of
any activity for profit or the manage-
ment or preservation of property.

Indirectly secured. (1) Includes any ar-
rangement with the customer under
which:

(i) The customer’s right or ability to
sell, pledge, or otherwise dispose of
margin stock owned by the customer is
in any way restricted while the credit
remains outstanding; or

(ii) The exercise of such right is or
may be cause for accelerating the ma-
turity of the credit.

(2) Does not include such an arrange-
ment if:

(i) After applying the proceeds of the
credit, not more than 25 percent of the
value (as determined by any reasonable
method) of the assets subject to the ar-
rangement is represented by margin
stock;

(ii) It is a lending arrangement that
permits accelerating the maturity of
the credit as a result of a default or re-
negotiation of another credit to the
customer by another lender that is not
an affiliate of the lender;

(iii) The lender holds the margin
stock only in the capacity of custo-
dian, depositary, or trustee, or under
similar circumstances, and, in good
faith, has not relied upon the margin
stock as collateral; or

(iv) The lender, in good faith, has not
relied upon the margin stock as collat-
eral in extending or maintaining the
particular credit.

Lender means:

(1) Any bank; or

(2) Any person subject to the reg-
istration requirements of this part.

Margin stock means:

(1) Any equity security registered or
having unlisted trading privileges on a
national securities exchange;
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(2) Any OTC security designated as
qualified for trading in the National
Market System under a designation
plan approved by the Securities and
Exchange Commission (NMS security);

(3) Any debt security convertible into
a margin stock or carrying a warrant
or right to subscribe to or purchase a
margin stock;

(4) Any warrant or right to subscribe
to or purchase a margin stock; or

(5) Any security issued by an invest-
ment company registered under section
8 of the Investment Company Act of
1940 (15 U.S.C. 80a-8), other than:

(i) A company licensed under the
Small Business Investment Company
Act of 1958, as amended (15 U.S.C. 661);
or

(ii) A company which has at least 95
percent of its assets continuously in-
vested in exempted securities (as de-
fined in 15 U.S.C. 78c(a)(12)); or

(iii) A company which issues face-
amount certificates as defined in 15
U.S.C. 80a-2(a)(15), but only with re-
spect of such securities; or

(iv) A company which is considered a
money market fund under SEC Rule
2a~7 (17 CFR 270.2a-17).

Mazximum loan value is the percentage
of current market value assigned by
the Board under §221.7 (the Supple-
ment) to specified types of collateral.
The maximum loan value of margin
stock is stated as a percentage of its
current market value. Puts, calls and
combinations thereof that do not qual-
ify as margin stock have no loan value.
All other collateral has good faith loan
value.

Nonbank lender means any person
subject to the registration require-
ments of this part.

Purpose credit is any credit for the
purpose, whether immediate, inci-
dental, or ultimate, of buying or car-
rying margin stock.

§221.3 General requirements.

(a) Extending, maintaining, and ar-
ranging credit—(1) Extending credit. No
lender, except a plan-lender, as defined
in §221.4(a), shall extend any purpose
credit, secured directly or indirectly by
margin stock, in an amount that ex-
ceeds the maximum loan value of the
collateral securing the credit.
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(2) Maintaining credit. A lender may
continue to maintain any credit ini-
tially extended in compliance with this
part, regardless of:

(i) Reduction in the customer’s eq-
uity resulting from change in market
prices;

(ii) Change in the maximum loan
value prescribed by this part; or

(iii) Change in the status of the secu-
rity (from nonmargin to margin) secur-
ing an existing purpose credit.

(38) Arranging credit. No lender may
arrange for the extension or mainte-
nance of any purpose credit, except
upon the same terms and conditions
under which the lender itself may ex-
tend or maintain purpose credit under
this part.

(b) Registration of nonbank lenders; ter-
mination of registration, annual report—
(1) Registration. Every person other
than a person subject to part 220 of this
chapter or a bank who, in the ordinary
course of business, extends or main-
tains credit secured, directly or indi-
rectly, by any margin stock shall reg-
ister on Federal Reserve Form FR G-1
(OMB control number 7100-0011) within
30 days after the end of any calendar
quarter during which:

(i) The amount of credit extended
equals $200,000 or more; or

(ii) The amount of credit outstanding
at any time during that calendar quar-
ter equals $500,000 or more.

(2) Deregistration. A registered
nonbank lender may apply to termi-
nate its registration, by filing Federal
Reserve Form FR G-2 (OMB control
number 7100-0011), if the lender has not,
during the preceding six calendar
months, had more than $200,000 of such
credit outstanding. Registration shall
be deemed terminated when the appli-
cation is approved by the Board.

(3) Annual report. BEvery registered
nonbank lender shall, within 30 days
following June 30 of every year, file
Form FR G-4 (OMB control number
7100-0011).

(4) Where to register and file applica-
tions and reports. Registration state-
ments, applications to terminate reg-
istration, and annual reports shall be
filed with the Federal Reserve Bank of
the district in which the principal of-
fice of the lender is located.
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(c) Purpose statement—(1) General
rule—(i) Banks. Except for credit ex-
tended under paragraph (c)(2) of this
section, whenever a bank extends cred-
it secured directly or indirectly by any
margin stock, in an amount exceeding
$100,000, the bank shall require its cus-
tomer to execute Form FR U-1 (OMB
No. 7100-0115), which shall be signed
and accepted by a duly authorized offi-
cer of the bank acting in good faith.

(ii) Nonbank lenders. Except for credit
extended under paragraph (c)(2) of this
section or §221.4, whenever a nonbank
lender extends credit secured directly
or indirectly by any margin stock, the
nonbank lender shall require its cus-
tomer to execute Form FR G-3 (OMB
control number 7100-0018), which shall
be signed and accepted by a duly au-
thorized representative of the nonbank
lender acting in good faith.

(2) Purpose statement for revolving-
credit or multiple-draw agreements or fi-
nancing of securities purchases on a pay-
ment-against-delivery basis—(i) Banks. If
a bank extends credit, secured directly
or indirectly by any margin stock, in
an amount exceeding $100,000, under a
revolving-credit or other multiple-draw
agreement, Form FR U-1 must be exe-
cuted at the time the credit arrange-
ment is originally established and
must be amended as described in para-
graph (c¢)(2)(iv) of this section for each
disbursement if all of the collateral for
the agreement is not pledged at the
time the agreement is originally estab-
lished.

(i1) Nonbank lenders. If a nonbank
lender extends credit, secured directly
or indirectly by any margin stock,
under a revolving-credit or other mul-
tiple-draw agreement, Form FR G-3
must be executed at the time the credit
arrangement is originally established
and must be amended as described in
paragraph (c)(2)(iv) of this section for
each disbursement if all of the collat-
eral for the agreement is not pledged at
the time the agreement is originally
established.

(iii) Collateral. If a purpose statement
executed at the time the credit ar-
rangement is initially made indicates
that the purpose is to purchase or
carry margin stock, the credit will be
deemed in compliance with this part if:
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(A) The maximum loan value of the
collateral at least equals the aggregate
amount of funds actually disbursed; or

(B) At the end of any day on which
credit is extended under the agree-
ment, the lender calls for additional
collateral sufficient to bring the credit
into compliance with §221.7 (the Sup-
plement).

(iv) Amendment of purpose statement.
For any purpose credit disbursed under
the agreement, the lender shall obtain
and attach to the executed Form FR
U-1 or FR G-3 a current list of collat-
eral which adequately supports all
credit extended under the agreement.

(d) Single credit rule. (1) All purpose
credit extended to a customer shall be
treated as a single credit, and all the
collateral securing such credit shall be
considered in determining whether or
not the credit complies with this part,
except that syndicated loans need not
be aggregated with other unrelated
purpose credit extended by the same
lender.

(2) A lender that has extended pur-
pose credit secured by margin stock
may not subsequently extend unse-
cured purpose credit to the same cus-
tomer unless the combined credit does
not exceed the maximum loan value of
the collateral securing the prior credit.

(3) If a lender extended unsecured
purpose credit to a customer prior to
the extension of purpose credit secured
by margin stock, the credits shall be
combined and treated as a single credit
solely for the purposes of the with-
drawal and substitution provision of
paragraph (f) of this section.

(4) If a lender extends purpose credit
secured by any margin stock and non-
purpose credit to the same customer,
the lender shall treat the credits as
two separate loans and may not rely
upon the required collateral securing
the purpose credit for the nonpurpose
credit.

(e) Exempted borrowers. (1) An exempt-
ed borrower that has been in existence
for less than one year may meet the
definition of exempted borrower based
on a six-month period.

(2) Once a member of a national secu-
rities exchange or registered broker or
dealer ceases to qualify as an exempted
borrower, it shall notify its lenders of
this fact. Any new extensions of credit
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to such a borrower, including rollovers,
renewals, and additional draws on ex-
isting lines of credit, are subject to the
provisions of this part.

(f) Withdrawals and substitutions. (1) A
lender may permit any withdrawal or
substitution of cash or collateral by
the customer if the withdrawal or sub-
stitution would not:

(i) Cause the credit to exceed the
maximum loan value of the collateral;
or

(ii) Increase the amount by which the
credit exceeds the maximum loan value
of the collateral.

(2) For purposes of this section, the
maximum loan value of the collateral
on the day of the withdrawal or substi-
tution shall be used.

(g) Exchange offers. To enable a cus-
tomer to participate in a reorganiza-
tion, recapitalization or exchange offer
that is made to holders of an issue of
margin stock, a lender may permit sub-
stitution of the securities received. A
nonmargin, nonexempted security ac-
quired in exchange for a margin stock
shall be treated as if it is margin stock
for a period of 60 days following the ex-
change.

(h) Renewals and extensions of matu-
rity. A renewal or extension of matu-
rity of a credit need not be considered
a new extension of credit if the amount
of the credit is increased only by the
addition of interest, service charges, or
taxes with respect to the credit.

(i) Transfers of credit. (1) A transfer of
a credit between customers or between
lenders shall not be considered a new
extension of credit if:

(i) The original credit was extended
by a lender in compliance with this
part or by a lender subject to part 207
of this chapter in effect prior to April
1, 1998, (See part 207 appearing in the 12
CFR parts 200 to 219 edition revised as
of January 1, 1997), in a manner that
would have complied with this part;

(ii) The transfer is not made to evade
this part;

(iii) The amount of credit is not in-
creased; and

(iv) The collateral for the credit is
not changed.

(2) Any transfer between customers
at the same lender shall be accom-
panied by a statement by the trans-
feror customer describing the cir-
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cumstances giving rise to the transfer
and shall be accepted and signed by a
representative of the lender acting in
good faith. The lender shall keep such
statement with its records of the trans-
feree account.

(3) When a transfer is made between
lenders, the transferee shall obtain a
copy of the Form FR U-1 or Form FR
G-3 originally filed with the transferor
and retain the copy with its records of
the transferee account. If no form was
originally filed with the transferor, the
transferee may accept in good faith a
statement from the transferor describ-
ing the purpose of the loan and the col-
lateral securing it.

(j) Action for lender’s protection. Noth-
ing in this part shall require a bank to
waive or forego any lien or prevent a
bank from taking any action it deems
necessary in good faith for its protec-
tion.

(k) Mistakes in good faith. A mistake
in good faith in connection with the ex-
tension or maintenance of credit shall
not be a violation of this part.

§221.4 Employee stock option,
chase, and ownership plans.

(a) Plan-lender; eligible plan. (1) Plan-
lender means any corporation, (includ-
ing a wholly-owned subsidiary, or a
lender that is a thrift organization
whose membership is limited to em-
ployees and former employees of the
corporation, its subsidiaries or affili-
ates) that extends or maintains credit
to finance the acquisition of margin
stock of the corporation, its subsidi-
aries or affiliates under an eligible
plan.

(2) Eligible plan. An eligible plan
means any employee stock option, pur-
chase, or ownership plan adopted by a
corporation and approved by its stock-
holders that provides for the purchase
of margin stock of the corporation, its
subsidiaries, or affiliates.

(b) Credit to exercise rights under or fi-
nance an eligible plan. (1) If a plan-lend-
er extends or maintains credit under an
eligible plan, any margin stock that di-
rectly or indirectly secured that credit
shall have good faith loan value.

(2) Credit extended under this section
shall be treated separately from credit
extended under any other section of
this part except §221.3(b)(1) and (b)(3).

pur-
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(c) Credit to ESOPs. A nonbank lender
may extend and maintain purpose cred-
it without regard to the provisions of
this part, except for §221.3(b)(1) and
(b)(3), if such credit is extended to an
employee stock ownership plan (ESOP)
qualified under section 401 of the Inter-
nal Revenue Code, as amended (26
U.S.C. 401).

§221.5 Special purpose loans to bro-
kers and dealers.

(a) Special purpose loans. A lender
may extend and maintain purpose cred-
it to brokers and dealers without re-
gard to the limitations set forth in
§§221.3 and 221.7, if the credit is for any
of the specific purposes and meets the
conditions set forth in paragraph (c) of
this section.

(b) Written notice. Prior to extending
credit for more than a day under this
section, the lender shall obtain and ac-
cept in good faith a written notice or
certification from the borrower as to
the purposes of the loan. The written
notice or certification shall be evi-
dence of continued eligibility for the
special credit provisions until the bor-
rower notifies the lender that it is no
longer eligible or the lender has infor-
mation that would cause a reasonable
person to question whether the credit
is being used for the purpose specified.

(c) Types of special purpose credit. The
types of credit that may be extended
and maintained on a good faith basis
are as follows:

(1) Hypothecation loans. Credit se-
cured by hypothecated customer secu-
rities that, according to written notice
received from the broker or dealer,
may be hypothecated by the broker or
dealer under Securities and Exchange
Commission (SEC) rules.

(2) Temporary advances in payment-
against-delivery transactions. Credit to
finance the purchase or sale of securi-
ties for prompt delivery, if the credit is
to be repaid upon completion of the
transaction.

(38) Loans for securities in transit or
transfer. Credit to finance securities in
transit or surrendered for transfer, if
the credit is to be repaid upon comple-
tion of the transaction.

(4) Intra-day loans. Credit to enable a
broker or dealer to pay for securities, if
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the credit is to be repaid on the same
day it is extended.

(5) Arbitrage loans. Credit to finance
proprietary or customer bona fide arbi-
trage transactions. For the purpose of
this section bona fide arbitrage means:

(i) Purchase or sale of a security in
one market, together with an offset-
ting sale or purchase of the same secu-
rity in a different market at nearly the
same time as practicable, for the pur-
pose of taking advantage of a dif-
ference in prices in the two markets; or

(ii) Purchase of a security that is,
without restriction other than the pay-
ment of money, exchangeable or con-
vertible within 90 calendar days of the
purchase into a second security, to-
gether with an offsetting sale of the
second security at or about the same
time, for the purpose of taking advan-
tage of a concurrent disparity in the
price of the two securities.

(6) Market maker and specialist loans.
Credit to a member of a national secu-
rities exchange or registered broker or
dealer to finance its activities as a
market maker or specialist.

(7) Underwriter loans. Credit to a
member of a national securities ex-
change or registered broker or dealer
to finance its activities as an under-
writer.

(8) Emergency loans. Credit that is es-
sential to meet emergency needs of the
broker-dealer business arising from ex-
ceptional circumstances.

(9) Capital contribution loans. Capital
contribution loans include:

(i) Credit that Board has exempted by
order upon a finding that the exemp-
tion is necessary or appropriate in the
public interest or for the protection of
investors, provided the Securities In-
vestor Protection Corporation certifies
to the Board that the exemption is ap-
propriate; or

(ii) Credit to a customer for the pur-
pose of making a subordinated loan or
capital contribution to a broker or
dealer in conformity with the SEC’s
net capital rules and the rules of the
broker’s or dealer’s examining author-
ity, provided:

(A) The customer reduces the credit
by the amount of any reduction in the
loan or contribution to the broker or
dealer; and
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(B) The credit is not used to purchase
securities issued by the broker or deal-
er in a public distribution.

(10) Credit to clearing brokers or
dealers. Credit to a member of a na-
tional securities exchange or registered
broker or dealer whose nonproprietary
business is limited to financing and
carrying the accounts of registered
market makers.

§221.6 Exempted transactions.

A bank may extend and maintain
purpose credit without regard to the
provisions of this part if such credit is
extended:

(a) To any bank;

(b) To any foreign banking institu-
tion;

(c) Outside the United States;

(d) To an employee stock ownership
plan (ESOP) qualified under section 401
of the Internal Revenue Code (26 U.S.C.
401);

(e) To any plan lender as defined in
§221.4(a) to finance an eligible plan as
defined in §221.4(b), provided the bank
has no recourse to any securities pur-
chased pursuant to the plan;

(f) To any customer, other than a
broker or dealer, to temporarily fi-
nance the purchase or sale of securities
for prompt delivery, if the credit is to
be repaid in the ordinary course of
business upon completion of the trans-
action and is not extended to enable
the customer to pay for securities pur-
chased in an account subject to part
220 of this chapter;

(g) Against securities in transit, if
the credit is not extended to enable the
customer to pay for securities pur-
chased in an account subject to part
220 of this chapter; or

(h) To enable a customer to meet
emergency expenses not reasonably
foreseeable, and if the extension of
credit is supported by a statement exe-
cuted by the customer and accepted
and signed by an officer of the bank
acting in good faith. For this purpose,
emergency expenses include expenses
arising from circumstances such as the
death or disability of the customer, or
some other change in circumstances in-
volving extreme hardship, not reason-
ably foreseeable at the time the credit
was extended. The opportunity to real-
ize monetary gain or to avoid loss is
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not a ‘‘change in circumstances’ for
this purpose.

§221.7 Supplement: Maximum loan
value of margin stock and other col-
lateral.

(a) Mazximum loan value of margin
stock. The maximum loan value of any
margin stock is fifty per cent of its
current market value.

(b) Mazximum loan value of nonmargin
stock and all other collateral. The max-
imum loan value of nonmargin stock
and all other collateral except puts,
calls, or combinations thereof is their
good faith loan value.

(¢c) Mazximum loan value of options. Ex-
cept for options that qualify as margin
stock, puts, calls, and combinations
thereof have no loan value.

INTERPRETATIONS

§221.101 Determination and effect of
purpose of loan.

(a) Under this part the original pur-
pose of a loan is controlling. In other
words, if a loan originally is not for the
purpose of purchasing or carrying mar-
gin stock, changes in the collateral for
the loan do not change its exempted
character.

(b) However, a so-called increase in
the loan is necessarily on an entirely
different basis. So far as the purpose of
the credit is concerned, it is a new
loan, and the question of whether or
not it is subject to this part must be
determined accordingly.

(c) Certain facts should also be men-
tioned regarding the determination of
the purpose of a loan. Section 221.3(c)
provides in that whenever a lender is
required to have its customer execute a
“Statement of Purpose for an Exten-
sion of Credit Secured by Margin
Stock,” the statement must be accept-
ed by the lender ‘‘acting in good faith.”
The requirement of ‘‘good faith” is of
vital importance here. Its application
will necessarily vary with the facts of
the particular case, but it is clear that
the bank must be alert to the cir-
cumstances surrounding the loan. For
example, if the loan is to be made to a
customer who is not a broker or dealer
in securities, but such a broker or deal-
er is to deliver margin stock to secure
the loan or is to receive the proceeds of
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the loan, the bank would be put on no-
tice that the loan would probably be
subject to this part. It could not accept
in good faith a statement to the con-
trary without obtaining a reliable and
satisfactory explanation of the situa-
tion.

(d) Furthermore, the purpose of a
loan means just that. It cannot be al-
tered by some temporary application of
the proceeds. For example, if a bor-
rower is to purchase Government secu-
rities with the proceeds of a loan, but
is soon thereafter to sell such securi-
ties and replace them with margin
stock, the loan is clearly for the pur-
pose of purchasing or carrying margin
stock.

to committed
are disbursed

§221.102 Application
credit where funds
thereafter.

The Board has concluded that the
date a commitment to extend credit
becomes binding should be regarded as
the date when the credit is extended,
since:

(a) On that date the parties should be
aware of law and facts surrounding the
transaction; and

(b) Generally, the date of contract is
controlling for purposes of margin reg-
ulations and Federal securities law, re-
gardless of the delivery of cash or secu-
rities.

§221.103 Loans to brokers or dealers.

Questions have arisen as to the ade-
quacy of statements received by lend-
ing banks under §221.3(c), ‘‘Purpose
Statement,” in the case of loans to
brokers or dealers secured by margin
stock where the proceeds of the loans
are to be used to finance customer
transactions involving the purchasing
or carrying of margin stock. While
some such loans may qualify for ex-
emption under §§221.1(b)(2), 221.4, 221.5
or 221.6, unless they do qualify for such
an exemption they are subject to this
part. For example, if a loan so secured
is made to a broker to furnish cash
working capital for the conduct of his
brokerage business (i.e., for purchasing
and carrying securities for the account
of customers), the maximum loan
value prescribed in §221.7 (the Supple-
ment) would be applicable unless the
loan should be of a kind exempted
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under this part. This result would not
be affected by the fact that the margin
stock given as security for the loan
was or included margin stock owned by
the brokerage firm. In view of the fore-
going, the statement referred to in
§221.3(c) which the lending bank must
accept in good faith in determining the
purpose of the loan would be inad-
equate if the form of statement accept-
ed or used by the bank failed to call for
answers which would indicate whether
or not the loan was of the kind dis-
cussed elsewhere in this section.

§221.104 Federal credit unions.

For text of the interpretation on
Federal credit unions, see 12 CFR
220.110.

§221.105 Arranging for extensions of
credit to be made by a bank.
For text of the interpretation on Ar-
ranging for extensions of credit to be
made by a bank, see 12 CFR 220.111.

§221.106 Reliance in “good faith” on
statement of purpose of loan.

(a) Certain situations have arisen
from time to time under this part
wherein it appeared doubtful that, in
the circumstances, the lending banks
may have been entitled to rely upon
the statements accepted by them in de-
termining whether the purposes of cer-
tain loans were such as to cause the
loans to be not subject to the part.

(b) The use by a lending bank of a
statement in determining the purpose
of a particular loan is, of course, pro-
vided for by §221.3(c). However, under
that paragraph a lending bank may ac-
cept such statement only if it is ‘“‘act-
ing in good faith.”” As the Board stated
in the interpretation contained in
§221.101, the ‘‘requirement of ‘good
faith’ is of vital importance’’; and, to
fulfill such requirement, ‘it is clear
that the bank must be alert to the cir-
cumstances surrounding the loan.”

(c) Obviously, such a statement
would not be accepted by the bank in
“good faith’” if at the time the loan
was made the bank had knowledge,
from any source, of facts or cir-
cumstances which were contrary to the
natural purport of the statement, or
which were sufficient reasonably to put
the bank on notice of the questionable
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reliability or completeness of the
statement.

(d) Furthermore, the same require-
ment of ‘‘good faith’ is to be applied
whether the statement accepted by the
bank is signed by the borrower or by an
officer of the bank. In either case,
“good faith” requires the exercise of
special diligence in any instance in
which the borrower is not personally
known to the bank or to the officer
who processes the loan.

(e) The interpretation set forth in
§221.101 contains an example of the ap-
plication of the ‘‘good faith’ test.
There it was stated that ‘‘if the loan is
to be made to a customer who is not a
broker or dealer in securities, but such
a broker or dealer is to deliver margin
stock to secure the loan or is to receive
the proceeds of the loan, the bank
would be put on notice that the loan
would probably be subject to this part.
It could not accept in good faith a
statement to the contrary without ob-
taining a reliable and satisfactory ex-
planation of the situation”.

(f) Moreover, and as also stated by

the interpretation contained in
§221.101, the purpose of a loan, of
course, ‘‘cannot be altered by some

temporary application of the proceeds.
For example, if a borrower is to pur-
chase Government securities with the
proceeds of a loan, but is soon there-
after to sell such securities and replace
them with margin stock, the loan is
clearly for the purpose of purchasing or
carrying margin stock’. The purpose of
a loan therefore, should not be deter-
mined upon a narrow analysis of the
immediate use to which the proceeds of
the loan are put. Accordingly, a bank
acting in ‘‘good faith” should carefully
scrutinize cases in which there is any
indication that the borrower is con-
cealing the true purpose of the loan,
and there would be reason for special
vigilance if margin stock is substituted
for bonds or nonmargin stock soon
after the loan is made, or on more than
one occasion.

(g) Similarly, the fact that a loan
made on the borrower’s signature only,
for example, becomes secured by mar-
gin stock shortly after the disburse-
ment of the loan usually would afford
reasonable grounds for questioning the
bank’s apparent reliance upon merely a
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statement that the purpose of the loan
was not to purchase or carry margin
stock.

(h) The examples in this section are,
of course, by no means exhaustive.
They simply illustrate the funda-
mental fact that no statement accept-
ed by a lender is of any value for the
purposes of this part unless the lender
accepting the statement is ‘‘acting in
good faith’’, and that ‘‘good faith” re-
quires, among other things, reasonable
diligence to learn the truth.

§221.107 Arranging loan to purchase
open-end investment company
shares.

For text of the interpretation on Ar-
ranging loan to purchase open-end in-
vestment company shares, see 12 CFR
220.112.

§221.108 Effect of registration of stock
subsequent to making of loan.

(a) The Board recently was asked
whether a loan by a bank to enable the
borrower to purchase a newly issued
nonmargin stock during the initial
over-the-counter trading period prior
to the stock becoming registered (list-
ed) on a national securities exchange
would be subject to this part. The
Board replied that, until such stock
qualifies as margin stock, this would
not be applicable to such a loan.

(b) The Board has now been asked
what the position of the lending bank
would be under this part if, after the
date on which the stock should become
registered, such bank continued to hold
a loan of the kind just described. It is
assumed that the loan was in an
amount greater than the maximum
loan value for the collateral specified
in this part.

(c) If the stock should become reg-
istered, the loan would then be for the
purpose of purchasing or carrying a
margin stock, and, if secured directly
or indirectly by any margin stock,
would be subject to this part as from
the date the stock was registered.
Under this part, this does not mean
that the bank would have to obtain re-
duction of the loan in order to reduce
it to an amount no more than the spec-
ified maximum loan value. It does
mean, however, that so long as the
loan balance exceeded the specified
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maximum loan value, the bank could
not permit any withdrawals or substi-
tutions of collateral that would in-
crease such excess; nor could the bank
increase the amount of the loan bal-
ance unless there was provided addi-
tional collateral having a maximum
loan value at least equal to the amount
of the increase. In other words, as from
the date the stock should become a
margin stock, the loan would be sub-
ject to this part in exactly the same
way, for example, as a loan subject to
this part that became under-margined
because of a decline in the current
market value of the loan collateral or
because of a decrease by the Board in
the maximum loan value of the loan
collateral.

§221.109 Loan to open-end investment
company.

In response to a question regarding a
possible loan by a bank to an open-end
investment company that customarily
purchases stocks registered on a na-
tional securities exchange, the Board
stated that in view of the general na-
ture and operations of such a company,
any loan by a bank to such a company
should be presumed to be subject to
this part as a loan for the purpose of
purchasing or carrying margin stock.
This would not be altered by the fact
that the open-end company had used,
or proposed to use, its own funds or
proceeds of the loan to redeem some of
its own shares, since mere application
of the proceeds of a loan to some other
use cannot prevent the ultimate pur-
pose of a loan from being to purchase
or carry registered stocks.

§221.110 Questions arising under this
part.

(a) This part governs ‘‘any purpose
credit” extended by a lender ‘‘secured
directly or indirectly by margin stock”
and defines ‘‘purpose credit’” as ‘‘any
credit for the purpose, whether imme-
diate, incidental, or ultimate, of buy-
ing or carrying margin stock, ¢ with
certain exceptions, and provides that
the maximum loan value of such mar-
gin stock shall be a fixed percentage
“of its current market value.”

(b) The Board of Governors has had
occasion to consider the application of
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the language in paragraph (a) of this
section to the two following questions:

(1) Loan secured by stock. First, is a
loan to purchase or carry margin stock
subject to this part where made in un-
secured form, if margin stock is subse-
quently deposited as security with the
lender, and surrounding circumstances
indicate that the parties originally
contemplated that the loan should be
so secured? The Board answered that in
a case of this kind, the loan would be
subject to this part, for the following
reasons:

(i) The Board has long held, in the
closely related purpose area, that the
original purpose of a loan should not be
determined upon a narrow analysis of
the technical circumstances under
which a loan is made. Instead, the fun-
damental purpose of the loan is consid-
ered to be controlling. Indeed, ‘‘the
fact that a loan made on the borrower’s
signature only, for example, becomes
secured by registered stock shortly
after the disbursement of the loan’ af-
fords reasonable grounds for ques-
tioning whether the bank was entitled
to rely upon the borrower’s statement
as to the purpose of the loan. 1953 Fed.
Res. Bull. 951 (See, §221.106).

(ii) Where security is involved, stand-
ards of interpretation should be equal-
ly searching. If, for example, the origi-
nal agreement between borrower and
lender contemplated that the loan
should be secured by margin stock, and
such stock is in fact delivered to the
bank when available, the transaction
must be regarded as fundamentally a
secured loan. This view is strengthened
by the fact that this part applies to a
loan ‘‘secured directly or indirectly by
margin stock.”

(2) Loan to acquire controlling shares.
(i) The second question is whether this
part governs a margin stock-secured
loan made for the business purpose of
purchasing a controlling interest in a
corporation, or whether such a loan
would be exempt on the ground that
this part is directed solely toward pur-
chases of stock for speculative or in-
vestment purposes. The Board an-
swered that a margin stock-secured
loan for the purpose of purchasing or
carrying margin stock is subject to
this part, regardless of the reason for
which the purchase is made.
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(ii) The answer is required, in the
Board’s view, since the language of this
part is explicitly inclusive, covering
‘“‘any purpose credit, secured directly
or indirectly by margin stock.” More-
over, the withdrawal in 1945 of the
original section 2(e) of this part, which
exempted ‘‘any loan for the purpose of
purchasing a stock from or through a
person who is not a member of a na-
tional securities exchange . . .”” plainly
implies that transactions of the sort
described are now subject to the gen-
eral prohibition of §221.3(a).

§221.111 Contribution to joint venture
as extension of credit when the con-
tribution is disproportionate to the
contributor’s share in the venture’s
profits or losses.

(a) The Board considered the ques-
tion whether a joint venture, struc-
tured so that the amount of capital
contribution to the venture would be
disproportionate to the right of partici-
pation in profits or losses, constitutes
an ‘‘extension of credit” for the pur-
pose of this part.

(b) An individual and a corporation
plan to establish a joint venture to en-
gage in the business of buying and sell-
ing securities, including margin stock.
The individual would contribute 20 per-
cent of the capital and receive 80 per-
cent of the profits or losses; the cor-
porate share would be the reverse. In
computing profits or losses, each par-
ticipant would first receive interest at
the rate of 8 percent on his respective
capital contribution. Although pur-
chases and sales would be mutually
agreed upon, the corporation could lig-
uidate the joint portfolio if the individ-
ual’s share of the losses equaled or ex-
ceeded his 20 percent contribution to
the venture. The corporation would
hold the securities, and upon termi-
nation of the venture, the assets would
first be applied to repayment of capital
contributions.

(c) In general, the relationship of
joint venture is created when two or
more persons combine their money,
property, or time in the conduct of
some particular line of trade or some
particular business and agree to share
jointly, or in proportion to capital con-
tributed, the profits and losses of the
undertaking.
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(d) The incidents of the joint venture
described in paragraph (b) of this sec-
tion, however, closely parallel those of
an extension of margin credit, with the
corporation as lender and the indi-
vidual as borrower. The corporation
supplies 80 percent of the purchase
price of securities in exchange for a net
return of 8 percent of the amount ad-
vanced plus 20 percent of any gain.
Like a lender of securities credit, the
corporation is insulated against loss by
retaining the right to liquidate the col-
lateral before the securities decline in
price below the amount of its contribu-
tion. Conversely, the individual—like a
customer who borrows to purchase se-
curities—puts up only 20 percent of
their cost, is entitled to the principal
portion of any appreciation in their
value, bears the principal risk of loss
should that value decline, and does not
stand to gain or lose except through a
change in value of the securities pur-
chased.

(e) The Board is of the opinion that
where the right of an individual to
share in profits and losses of such a
joint venture is disproportionate to his
contribution to the venture:

(1) The joint venture involves an ex-
tension of credit by the corporation to
the individual;

(2) The extension of credit is to pur-
chase or carry margin stock, and is
collateralized by such margin stock;
and

(3) If the corporation is not a broker
or dealer subject to Regulation T (12
CFR part 220), the credit is of the kind
described by §221.3(a).

§221.112 Loans by bank in capacity as
trustee.

(a) The Board’s advice has been re-
quested whether a bank’s activities in
connection with the administration of
an employees’ savings plan are subject
to this part.

(b) Under the plan, any regular, full-
time employee may participate by au-
thorizing the sponsoring company to
deduct a percentage of his salary and
wages and transmit the same to the
bank as trustee. Voluntary contribu-
tions by the company are allocated
among the participants. A participant
may direct that funds held for him be
invested by the trustee in insurance,
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annuity contracts, Series E Bonds, or
in one or more of three specified secu-
rities which are listed on a stock ex-
change. Loans to purchase the stocks
may be made to participants from
funds of the trust, subject to approval
of the administrative committee,
which is composed of five participants,
and of the trustee. The bank’s right to
approve is said to be restricted to the
mechanics of making the loan, the pur-
pose being to avoid cumbersome proce-
dures.

(c) Loans are secured by the credit
balance of the borrowing participants
in the savings fund, including stock,
but excluding (in practice) insurance
and annuity contracts and government
securities. Additional stocks may be,
but, in practice, have not been pledged
as collateral for loans. Loans are not
made, under the plan, from bank funds,
and participants do not borrow from
the bank upon assignment of the par-
ticipants’ accounts in the trust.

(d) It is urged that loans under the
plan are not subject to this part be-
cause a loan should not be considered
as having been made by a bank where
the bank acts solely in its capacity of
trustee, without exercise of any discre-
tion.

(e) The Board reviewed this question
upon at least one other occasion, and
full consideration has again been given
to the matter. After considering the ar-
guments on both sides, the Board has
reaffirmed its earlier view that, in con-
formity with an interpretation not
published in the Code of Federal Regu-
lations which was published at page 874
of the 1946 Federal Reserve Bulletin
(See 12 CFR 261.10(f) for information on
how to obtain Board publications.),
this part applies to the activities of a
bank when it is acting in its capacity
as trustee. Although the bank in that
case had at best a limited discretion
with respect to loans made by it in its
capacity as trustee, the Board con-
cluded that this fact did not affect the
application of the regulation to such
loans.

§221.113 Loan which is secured indi-
rectly by stock.

(a) A question has been presented to
the Board as to whether a loan by a
bank to a mutual investment fund is
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“‘secured * * * indirectly by margin
stock’ within the meaning of
§221.(3)(a), so that the loan should be
treated as subject to this part.

(b) Briefly, the facts are as follows.
Fund X, an open-end investment com-
pany, entered into a loan agreement
with Bank Y, which was (and still is)
custodian of the securities which com-
prise the portfolio of Fund X. The
agreement includes the following
terms, which are material to the ques-
tion before the Board:

(1) Fund X agrees to have an ‘‘asset
coverage” (as defined in the agree-
ments) of 400 percent of all its bor-
rowings, including the proposed bor-
rowing, at the time when it takes down
any part of the loan.

(2) Fund X agrees to maintain an
‘‘asset coverage’ of at least 300 percent
of its borrowings at all times.

(3) Fund X agrees not to amend its
custody agreement with Bank Y, or to
substitute another custodian without
Bank Y’s consent.

(4) Fund X agrees not to mortgage,
pledge, or otherwise encumber any of
its assets elsewhere than with Bank Y.

(c) In §221.109 the Board stated that
because of ‘‘the general nature and op-
erations of such a company’, any
“loan by a bank to an open-end invest-
ment company that customarily pur-
chases margin stock * * * should be
presumed to be subject to this part as
a loan for the purpose of purchasing or
carrying margin stock’ (purpose cred-
it). The Board’s interpretation went on
to say that: ‘‘this would not be altered
by the fact that the open-end company
had used, or proposed to use, its own
funds or proceeds of the loan to redeem
some of its own shares * * *.”

(d) Accordingly, the loan by Bank Y
to Fund X was and is a ‘‘purpose cred-
it”’. However, a loan by a bank is not
subject to this part unless: it is a pur-
pose credit; and it is ‘‘secured directly
or indirectly by margin stock’. In the
present case, the loan is not ‘‘secured
directly” by stock in the ordinary
sense, since the portfolio of Fund X is
not pledged to secure the credit from
Bank Y. But the word ‘‘indirectly”’
must signify some form of security ar-
rangement other than the ‘‘direct’ se-
curity which arises from the ordinary
‘“¢ransaction that gives recourse
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against a particular chattel or land or
against a third party on an obligation”
described in the American Law Insti-
tute’s Restatement of the Law of Secu-
rity, page 1. Otherwise the word ‘“‘indi-
rectly’” would be superfluous, and a
regulation, like a statute, must be con-
strued if possible to give meaning to
every word.

(e) The Board has indicated its view
that any arrangement under which
margin stock is more readily available
as security to the lending bank than to
other creditors of the borrower may
amount to indirect security within the
meaning of this part. In an interpreta-
tion published at §221.110 it stated:
“The Board has long held, in the * * *
purpose area, that the original purpose
of a loan should not be determined
upon a narrow analysis of the technical
circumstances under which a loan is
made * * * . Where security is involved,
standards of interpretation should be
equally searching.” In its pamphlet
issued for the benefit and guidance of
banks and bank examiners, entitled
“Questions and Answers Illustrating
Application of Regulation U”, the
Board said: ‘‘In determining whether a
loan is ‘“‘indirectly’ secured, it should
be borne in mind that the reason the
Board has thus far refrained * * * from
regulating loans not secured by stock
has been to simplify operations under
the regulation. This objective of sim-
plifying operations does not apply to
loans in which arrangements are made
to retain the substance of stock collat-
eral while sacrificing only the form™’.

(f) A wide variety of arrangements as
to collateral can be made between
bank and borrower which will serve, to
some extent, to protect the interest of
the bank in seeing that the loan is re-
paid, without giving the bank a con-
ventional direct ‘‘security’ interest in
the collateral. Among such arrange-
ments which have come to the Board’s
attention are the following:

(1) The borrower may deposit margin
stock in the custody of the bank. An
arrangement of this kind may not, it is
true, place the bank in the position of
a secured creditor in case of bank-
ruptcy, or even of conflicting claims,
but it is likely effectively to strength-
en the bank’s position. The definition
of indirectly secured in §221.2, which pro-
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vides that a loan is not indirectly se-
cured if the lender ‘‘holds the margin
stock only in the capacity of custo-
dian, depositary or trustee, or under
similar circumstances, and, in good
faith has not relied upon the margin
stock as collateral,” does not exempt a
deposit of this kind from the impact of
the regulation unless it is clear that
the bank ‘‘has not relied” upon the
margin stock deposited with it.

(2) A borrower may not deposit his
margin stock with the bank, but agree
not to pledge or encumber his assets
elsewhere while the loan is out-
standing. Such an agreement may be
difficult to police, yet it serves to some
extent to protect the interest of the
bank if only because the future credit
standing and business reputation of the
borrower will depend upon his keeping
his word. If the assets covered by such
an agreement include margin stock,
then, the credit is ‘‘indirectly secured”’
by the margin stock within the mean-
ing of this part.

(3) The borrower may deposit margin
stock with a third party who agrees to
hold the stock until the loan has been
paid off. Here, even though the parties
may purport to provide that the stock
is not ‘‘security’’ for the loan (for ex-
ample, by agreeing that the stock may
not be sold and the proceeds applied to
the debt if the borrower fails to pay),
the mere fact that the stock is out of
the borrower’s control for the duration
of the loan serves to some extent to
protect the bank.

(g) The three instances described in
paragraph (f) of this section are merely
illustrative. Other methods, or com-
binations of methods, may serve a
similar purpose. The conclusion that
any given arrangement makes a credit
“indirectly secured’” by margin stock
may, but need not, be reinforced by
facts such as that the stock in question
was purchased with proceeds of the
loan, that the lender suggests or insists
upon the arrangement, or that the loan
would probably be subject to criticism
by supervisory authorities were it not
for the protective arrangement.

(h) Accordingly, the Board concludes
that the loan by Bank Y to Fund X is
indirectly secured by the portfolio of
the fund and must be treated by the
bank as a regulated loan.
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§221.114 Bank loans to purchase stock
of American Telephone and Tele-
graph Company under Employees’
Stock Plan.

(a) The Board of Governors inter-
preted this part in connection with
proposed loans by a bank to persons
who are purchasing shares of stock of
American Telephone and Telegraph
Company pursuant to its Employees’
Stock Plan.

(b) According to the current offering
under the Plan, an employee of the
AT&T system may purchase shares
through regular deductions from his
pay over a period of 24 months. At the
end of that period, a certificate for the
appropriate number of shares will be
issued to the participating employee by
AT&T. Each employee is entitled to
purchase, as a maximum, shares that
will cost him approximately three-
fourths of his annual base pay. Since
the program extends over two years, it
follows that the payroll deductions for
this purpose may be in the neighbor-
hood of 38 percent of base pay and a
larger percentage of ‘“‘take-home pay.”
Deductions of this magnitude are in ex-
cess of the saving rate of many employ-
ees.

(c) Certain AT&T employees, who
wish to take advantage of the current
offering under the Plan, are the owners
of shares of AT&T stock that they pur-
chased under previous offerings. A
bank proposed to receive such stock as
collateral for a ‘‘living expenses’ loan
that will be advanced to the employee
in monthly installments over the 24-
month period, each installment being
in the amount of the employee’s
monthly payroll deduction under the
Plan. The aggregate amount of the ad-
vances over the 24-month period would
be substantially greater than the max-
imum loan value of the collateral as
prescribed in §221.7 (the Supplement).

(d) In the opinion of the Board of
Governors, a loan of the kind described
would violate this part if it exceeded
the maximum loan value of the collat-
eral. The regulation applies to any
margin stock-secured loan for the pur-
pose of purchasing or carrying margin
stock (§221.3(a)). Although the pro-
posed loan would purport to be for liv-
ing expenses, it seems quite clear, in
view of the relationship of the loan to
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the Employees’ Stock Plan, that its ac-
tual purpose would be to enable the
borrower to purchase AT&T stock,
which is margin stock. At the end of
the 24-month period the borrower
would acquire a certain number of
shares of that stock and would be in-
debted to the lending bank in an
amount approximately equal to the
amount he would pay for such shares.
In these circumstances, the loan by the
bank must be regarded as a loan ‘‘for
the purpose of purchasing” the stock,
and therefore it is subject to the limi-
tations prescribed by this part. This
conclusion follows from the provisions
of this part, and it may also be ob-
served that a contrary conclusion
could largely defeat the basic purpose
of the margin regulations.

(e) Accordingly, the Board concluded
that a loan of the kind described may
not be made in an amount exceeding
the maximum loan value of the collat-
eral, as prescribed by the current §221.7
(the Supplement).

§221.115 Accepting a purpose state-
ment through the mail without ben-
efit of face-to-face interview.

(a) The Board has been asked wheth-
er the acceptance of a purpose state-
ment submitted through the mail by a
lender subject to the provisions of this
part will meet the good faith require-
ment of §221.3(c). Section 221.3(c) states
that in connection with any credit se-
cured by collateral which includes any
margin stock, a nonbank lender must
obtain a purpose statement executed
by the borrower and accepted by the
lender in good faith. Such acceptance
requires that the lender be alert to the
circumstances surrounding the credit
and if further information suggests in-
quiry, he must investigate and be satis-
fied that the statement is truthful.

(b) The lender is a subsidiary of a
holding company which also has an-
other subsidiary which serves as under-
writer and investment advisor to var-
ious mutual funds. The sole business of
the lender will be to make ‘‘non-pur-
pose’ consumer loans to shareholders
of the mutual funds, such loans to be
collateralized by the fund shares. Most
mutual funds shares are margin stock
for purposes of this part. Solicitation
and acceptance of these consumer
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loans will be done principally through
the mail and the lender wishes to ob-
tain the required purpose statement by
mail rather than by a face-to-face
interview. Personal interviews are not
practicable for the lender because
shareholders of the funds are scattered
throughout the country. In order to
provide the same safeguards inherent
in face-to-face interviews, the lender
has developed certain procedures de-
signed to satisfy the good faith accept-
ance requirement of this part.

(c) The purpose statement will be
supplemented with several additional
questions relevant to the prospective
borrower’s investment activities such
as purchases of any security within the
last 6 months, dollar amount, and obli-
gations to purchase or pay for previous
purchases; present plans to purchase
securities in the near future, participa-
tions in securities purchase plans, list
of unpaid debts, and present income
level. Some questions have been modi-
fied to facilitate understanding but no
questions have been deleted. If addi-
tional inquiry is indicated by the an-
swers on the form, a loan officer of the
lender will interview the borrower by
telephone to make sure the loan is
“non-purpose’’. Whenever the loan ex-
ceeds the ‘“‘maximum loan value’ of
the collateral for a regulated loan, a
telephone interview will be done as a
matter of course.

(d) One of the stated purposes of Reg-
ulation X (12 CFR part 224) was to pre-
vent the infusion of unregulated credit
into the securities markets by bor-
rowers falsely certifying the purpose of
a loan. The Board is of the view that
the existence of Regulation X (12 CFR
part 224), which makes the borrower
liable for willful violations of the mar-
gin regulations, will allow a lender sub-
ject to this part to meet the good faith
acceptance requirement of §221.3(c)
without a face-to-face interview if the
lender adopts a program, such as the
one described in paragraph (c) of this
section, which requires additional de-
tailed information from the borrower
and proper procedures are instituted to
verify the truth of the information re-
ceived. Lenders intending to embark on
a similar program should discuss pro-
posed plans with their district Federal
Reserve Bank. Lenders may have exist-
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ing or future loans with the prospec-
tive customers which could complicate
the efforts to determine the true pur-
pose of the loan.

§221.116 Bank loans to replenish
working capital used to purchase
mutual fund shares.

(a) In a situation considered by the
Board of Governors, a business concern
(X) proposed to purchase mutual fund
shares, from time to time, with pro-
ceeds from its accounts receivable,
then pledge the shares with a bank in
order to secure working capital. The
bank was prepared to lend amounts
equal to 70 percent of the current value
of the shares as they were purchased by
X. If the loans were subject to this
part, only 50 percent of the current
market value of the shares could be
lent.

(b) The immediate purpose of the
loans would be to replenish X’s work-
ing capital. However, as time went on,
X would be acquiring mutual fund
shares at a cost that would exceed the
net earnings it would normally have
accumulated, and would become in-
debted to the lending bank in an
amount approximately 70 percent of
the prices of said shares.

(c) The Board held that the loans
were for the purpose of purchasing the
shares, and therefore subject to the
limitations prescribed by this part. As
pointed out in §221.114 with respect to
a similar program for putting a high
proportion of cash income into stock,
the borrowing against the margin
stock to meet needs for which the cash
would otherwise have been required, a
contrary conclusion could largely de-
feat the basic purpose of the margin
regulations.

(d) Also considered was an alter-
native proposal under which X would
deposit proceeds from accounts receiv-
able in a time account for 1 year, be-
fore using those funds to purchase mu-
tual fund shares. The Board held that
this procedure would not change the
situation in any significant way. Once
the arrangement was established, the
proceeds would be flowing into the
time account at the same time that
similar amounts were released to pur-
chase the shares, and over any ex-
tended period of time the result would
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be the same. Accordingly, the Board
concluded that bank loans made under
the alternative proposal would simi-
larly be subject to this part.

§221.117 When bank in “good faith”
has not relied on stock as collateral.

(a) The Board has received questions
regarding the circumstances in which
an extension or maintenance of credit
will not be deemed to be ‘‘indirectly se-
cured” by stock as indicated by the
phrase, ‘‘if the lender, in good faith,
has not relied upon the margin stock
as collateral,” contained in paragraph
(2)(iv) of the definition of indirectly se-
cured in §221.2.

(b) In response, the Board noted that
in amending this portion of the regula-
tion in 1968 it was indicated that one of
the purposes of the change was to
make clear that the definition of indi-
rectly secured does not apply to certain
routine negative covenants in loan
agreements. Also, while the question of
whether or not a bank has relied upon
particular stock as collateral is nec-
essarily a question of fact to be deter-
mined in each case in the light of all
relevant circumstances, some indica-
tion that the bank had not relied upon
stock as collateral would seem to be af-
forded by such circumstances as the
fact that:

(1) The bank had obtained a reason-
ably current financial statement of the
borrower and this statement could rea-
sonably support the loan; and

(2) The loan was not payable on de-
mand or because of fluctuations in
market value of the stock, but instead
was payable on one or more fixed ma-
turities which were typical of matu-
rities applied by the bank to loans oth-
erwise similar except for not involving
any possible question of stock collat-
eral.

§221.118 Bank arranging for extension
of credit by corporation.

(a) The Board considered the ques-
tions whether:

(1) The guaranty by a corporation of
an ‘‘unsecured” bank loan to exercise
an option to purchase stock of the cor-
poration is an ‘‘extension of credit’’ for
the purpose of this part;
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(2) Such a guaranty is given ‘‘in the
ordinary course of business’ of the cor-
poration, as defined in §221.2; and

(3) The bank involved took part in ar-
ranging for such credit on better terms
than it could extend under the provi-
sions of this part.

(b) The Board understood that any
officer or employee included under the
corporation’s stock option plan who
wished to exercise his option could ob-
tain a loan for the purchase price of
the stock by executing an unsecured
note to the bank. The corporation
would issue to the bank a guaranty of
the loan and hold the purchased shares
as collateral to secure it against loss
on the guaranty. Stock of the corpora-
tion is registered on a national securi-
ties exchange and therefore qualifies as
“margin stock’ under this part.

(c) A nonbank lender is subject to the
registration and other requirements of
this part if, in the ordinary course of
his business, he extends credit on col-
lateral that includes any margin stock
in the amount of $200,000 or more in
any calendar quarter, or has such cred-
it outstanding in any calendar quarter
in the amount of $500,000 or more. The
Board understood that the corporation
in question had sufficient guaranties
outstanding during the applicable cal-
endar quarter to meet the dollar
thresholds for registration.

(d) In the Board’s judgment a person
who guarantees a loan, and thereby be-
comes liable for the amount of the loan
in the event the borrower should de-
fault, is lending his credit to the bor-
rower. In the circumstances described,
such a lending of credit must be consid-
ered an ‘‘extension of credit” under
this part in order to prevent cir-
cumvention of the regulation’s limita-
tion on the amount of credit that can
be extended on the security of margin
stock.

(e) Under §221.2, the term in the ordi-
nary course of business means ‘‘occurring
or reasonably expected to occur in car-
rying out or furthering any business
purpose. * * * In general, stock option
plans are designed to provide a com-
pany’s employees with a proprietary
interest in the company in the form of
ownership of the company’s stock.
Such plans increase the company’s
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ability to attract and retain able per-
sonnel and, accordingly, promote the
interest of the company and its stock-
holders, while at the same time pro-
viding the company’s employees with
additional incentive to work toward
the company’s future success. An ar-
rangement whereby participating em-
ployees may finance the exercise of
their options through an unsecured
bank loan guaranteed by the company,
thereby facilitating the employees’ ac-
quisition of company stock, is likewise
designed to promote the company’s in-
terest and is, therefore, in furtherance
of a business purpose.

(f) For the reasons indicated, the
Board concluded that under the cir-
cumstances described a guaranty by
the corporation constitutes credit ex-
tended in the ordinary course of busi-
ness under this part, that the corpora-
tion is required to register pursuant to
§221.3(b), and that such guaranties may
not be given in excess of the maximum
loan value of the collateral pledged to
secure the guaranty.

(g) Section 221.3(a)(3) provides that
“no lender may arrange for the exten-
sion or maintenance of any purpose
credit, except upon the same terms and
conditions on which the lender itself
may extend or maintain purpose credit
under this part’’. Since the Board con-
cluded that the giving of a guaranty by
the corporation to secure the loan de-
scribed above constitutes an extension
of credit, and since the use of a guar-
anty in the manner described could not
be effectuated without the concurrence
of the bank involved, the Board further
concluded that the bank took part in
“arranging’’ for the extension of credit
in excess of the maximum loan value of
the margin stock pledged to secure the
guaranties.

§221.119 Applicability of plan-lender
provisions to financing of stock op-
tions and stock purchase rights
qualified or restricted under Inter-
nal Revenue Code.

(a) The Board has been asked wheth-
er the ©plan-lender provisions of
§221.4(a) and (b) were intended to apply
to the financing of stock options re-
stricted or qualified under the Internal
Revenue Code where such options or
the option plan do not provide for such
financing.
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(b) It is the Board’s experience that
in some nonqualified plans, particu-
larly stock purchase plans, the credit
arrangement is distinct from the plan.
So long as the credit extended, and par-
ticularly, the character of the plan-
lender, conforms with the requirements
of the regulation, the fact that option
and credit are provided for in separate
documents is immaterial. It should be
emphasized that the Board does not ex-
press any view on the preferability of
qualified as opposed to nonqualified op-
tions; its role is merely to prevent ex-
cessive credit in this area.

(c) Section 221.4(a) provides that a
plan-lender may include a wholly-
owned subsidiary of the issuer of the
collateral (taking as a whole, corporate
groups including subsidiaries and affili-
ates). This clarifies the Board’s intent
that, to qualify for special treatment
under that section, the lender must
stand in a special employer-employee
relationship with the borrower, and a
special relationship of issuer with re-
gard to the collateral. The fact that
the Board, for convenience and prac-
tical reasons, permitted the employing
corporation to act through a subsidiary
or other entity should not be inter-
preted to mean the Board intended the
lender to be other than an entity whose
overriding interests were coextensive
with the issuer. An independent cor-
poration, with independent interests
was never intended, regardless of form,
to be at the base of exempt stock-plan
lending.

§221.120 Allocation of stock collateral
to purpose and nonpurpose credits
to same customer.

(a) A bank proposes to extend two
credits (Credits A and B) to its cus-
tomer. Although the two credits are
proposed to be extended at the same
time, each would be evidenced by a sep-
arate agreement. Credit A would be ex-
tended for the purpose of providing the
customer with working capital (non-
purpose credit), collateralized by mar-
gin stock. Credit B would be extended
for the purpose of purchasing or car-
rying margin stock (purpose credit),
without collateral or on collateral
other than stock.
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(b) This part allows a bank to extend
purpose and nonpurpose credits simul-
taneously or successively to the same
customer. This rule is expressed in
§221.3(d)(4) which provides in substance
that for any nonpurpose credit to the
same customer, the lender shall in
good faith require as much collateral
not already identified to the cus-
tomer’s purpose credit as the lender
would require if it held neither the pur-
pose loan nor the identified collateral.
This rule in §221.3(d)(4) also takes into
account that the lender would not nec-
essarily be required to hold collateral
for the nonpurpose credit if, consistent
with good faith banking practices, it
would normally make this kind of non-
purpose loan without collateral.

(c) The Board views §221.3(d)(4), when
read in conjunction with §221.3(c) and
(f), as requiring that whenever a lender
extends two credits to the same cus-
tomer, one a purpose credit and the
other nonpurpose, any margin stock
collateral must first be identified with
and attributed to the purpose loan by
taking into account the maximum loan
value of such collateral as prescribed
in §221.7 (the Supplement).

(d) The Board is further of the opin-
ion that under the foregoing cir-
cumstances Credit B would be indi-
rectly secured by stock, despite the
fact that there would be separate loan
agreements for both credits. This con-
clusion flows from the circumstance
that the lender would hold in its pos-
session stock collateral to which it
would have access with respect to Cred-
it B, despite any ostensible allocation
of such collateral to Credit A.

§221.121 Extension of credit in certain
stock option and stock purchase
plans.

Questions have been raised as to
whether certain stock option and stock
purchase plans involve extensions of
credit subject to this part when the
participant is free to cancel his partici-
pation at any time prior to full pay-
ment, but in the event of cancellation
the participant remains liable for dam-
ages. It thus appears that the partici-
pant has the opportunity to gain and
bears the risk of loss from the time the
transaction is executed and payment is
deferred. In some cases brought to the
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Board’s attention damages are related
to the market price of the stock, but in
others, there may be no such relation-
ship. In either of these circumstances,
it is the Board’s view that such plans
involve extensions of credit. Accord-
ingly, where the security being pur-
chased is a margin security and the
credit is secured, directly or indirectly,
by any margin security, the creditor
must register and the credit must con-
form with either the regular margin re-
quirements of §221.3(a) or the special
“plan-lender’” provisions set forth in
§221.4, whichever is applicable. This as-
sumes, of course, that the amount of
credit extended is such that the cred-
itor is subject to the registration re-
quirements of §221.3(b).

§221.122 Applicability of margin re-
quirements to credit in connection
with Insurance Premium Funding
Programs.

(a) The Board has been asked numer-
ous questions regarding purpose credit
in connection with insurance premium
funding programs. The inquiries are in-
cluded in a set of guidelines in the for-
mat of questions and answers. (The
guidelines are available pursuant to
the Board’s Rules Regarding Avail-
ability of Information, 12 CFR part
261.) A glossary of terms customarily
used in connection with insurance pre-
mium funding credit activities is in-
cluded in the guidelines. Under a typ-
ical insurance premium funding pro-
gram, a borrower acquires mutual fund
shares for cash, or takes fund shares
which he already owns, and then uses
the loan value (currently 50 percent as
set by the Board) to buy insurance.
Usually, a funding company (the
issuer) will sell both the fund shares
and the insurance through either inde-
pendent broker/dealers or subsidiaries
or affiliates of the issuer. A typical
plan may run for 10 or 15 years with an-
nual insurance premiums due. To illus-
trate, assuming an annual insurance
premium of $300, the participant is re-
quired to put up mutual fund shares
equivalent to 250 percent of the pre-
mium or $600 ($600 x 50 percent loan
value equals $300 the amount of the in-
surance premium which is also the
amount of the credit extended).
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(b) The guidelines referenced in para-
graph (a) of this section also:

(1) Clarify an earlier 1969 Board inter-
pretation to show that the public offer-
ing price of mutual fund shares (which
includes the front load, or sales com-
mission) may be used as a measure of
their current market value when the
shares serve as collateral on a purpose
credit throughout the day of the pur-
chase of the fund shares; and

(2) Relax a 1965 Board position in con-
nection with accepting purpose state-
ments by mail.

(c) It is the Board’s view that when it
is clearly established that a purpose
statement supports a purpose credit
then such statement executed by the
borrower may be accepted by mail, pro-
vided it is received and also executed
by the lender before the credit is ex-
tended.

§221.123 Combined credit for exer-
cising employee stock options and
paying income taxes incurred as a
result of such exercise.

(a) Section 221.4(a) and (b), which
provides special treatment for credit
extended under employee stock option
plans, was designed to encourage their
use in recognition of their value in giv-
ing an employee a proprietary interest
in the business. Taking a position that
might discourage the exercise of op-
tions because of tax complications
would conflict with the purpose of
§221.4(a) and (b).

(b) Accordingly, the Board has con-
cluded that the combined loans for the
exercise of the option and the payment
of the taxes in connection therewith
under plans complying with §221.4(a)(2)
may be regarded as purpose credit with-
in the meaning of §221.2.

§221.124 Purchase of debt securities
to finance corporate takeovers.

(a) Petitions have been filed with the
Board raising questions as to whether
the margin requirements in this part
apply to two types of corporate acqui-
sitions in which debt securities are
issued to finance the acquisition of
margin stock of a target company.

(b) In the first situation, the acquir-
ing company, Company A, controls a
shell corporation that would make a
tender offer for the stock of Company
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B, which is margin stock (as defined in
§221.2). The shell corporation has vir-
tually no operations, has no significant
business function other than to acquire
and hold the stock of Company B, and
has substantially no assets other than
the margin stock to be acquired. To fi-
nance the tender offer, the shell cor-
poration would issue debt securities
which, by their terms, would be unse-
cured. If the tender offer is successful,
the shell corporation would seek to
merge with Company B. However, the
tender offer seeks to acquire fewer
shares of Company B than is necessary
under state law to effect a short form
merger with Company B, which could
be consummated without the approval
of shareholders or the board of direc-
tors of Company B.

(¢c) The purchase of the debt securi-
ties issued by the shell corporation to
finance the acquisition clearly involves
purpose credit (as defined in §221.2). In
addition, such debt securities would be
purchased only by sophisticated inves-
tors in very large minimum denomina-
tions, so that the purchasers may be
lenders for purposes of this part. See
§221.3(b). Since the debt securities con-
tain no direct security agreement in-
volving the margin stock, applicability
of the lending restrictions of this part
turns on whether the arrangement con-
stitutes an extension of credit that is
secured indirectly by margin stock.

(d) As the Board has recognized, indi-
rect security can encompass a wide va-
riety of arrangements between lenders
and borrowers with respect to margin
stock collateral that serve to protect
the lenders’ interest in assuring that a
credit is repaid where the lenders do
not have a conventional direct security
interest in the collateral. See §221.124.
However, credit is not ‘‘indirectly se-
cured”’ by margin stock if the lender in
good faith has not relied on the margin
stock as collateral extending or main-
taining credit. See §221.2.

(e) The Board is of the view that, in
the situation described in paragraph (b)
of this section, the debt securities
would be presumed to be indirectly se-
cured by the margin stock to be ac-
quired by the shell acquisition vehicle.
The staff has previously expressed the
view that nominally unsecured credit
extended to an investment company, a
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substantial portion of whose assets
consist of margin stock, is indirectly
secured by the margin stock. See Fed-
eral Reserve Regulatory Service 55—
917.12. (See 12 CFR 261.10(f) for informa-
tion on how to obtain Board publica-
tions.) This opinion notes that the in-
vestment company has substantially
no assets other than margin stock to
support indebtedness and thus credit
could not be extended to such a com-
pany in good faith without reliance on
the margin stock as collateral.

(f) The Board believes that this ra-
tionale applies to the debt securities
issued by the shell corporation de-
scribed in paragraph (b) of this section.
At the time the debt securities are
issued, the shell corporation has sub-
stantially no assets to support the
credit other than the margin stock
that it has acquired or intends to ac-
quire and has no significant business
function other than to hold the stock
of the target company in order to fa-
cilitate the acquisition. Moreover, it is
possible that the shell may hold the
margin stock for a significant and in-
definite period of time, if defensive
measures by the target prevent con-
summation of the acquisition. Because
of the difficulty in predicting the out-
come of a contested takeover at the
time that credit is committed to the
shell corporation, the Board believes
that the purchasers of the debt securi-
ties could not, in good faith, lend with-
out reliance on the margin stock as
collateral. The presumption that the
debt securities are indirectly secured
by margin stock would not apply if
there is specific evidence that lenders
could in good faith rely on assets other
than margin stock as collateral, such
as a guaranty of the debt securities by
the shell corporation’s parent company
or another company that has substan-
tial non-margin stock assets or cash
flow. This presumption would also not
apply if there is a merger agreement
between the acquiring and target com-
panies entered into at the time the
commitment is made to purchase the
debt securities or in any event before
loan funds are advanced. In addition,
the presumption would not apply if the
obligation of the purchasers of the debt
securities to advance funds to the shell
corporation is contingent on the shell’s
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acquisition of the minimum number of
shares necessary under applicable state
law to effect a merger between the ac-
quiring and target companies without
the approval of either the shareholders
or directors of the target company. In
these two situations where the merger
will take place promptly, the Board be-
lieves the lenders could reasonably be
presumed to be relying on the assets of
the target for repayment.

(g) In addition, the Board is of the
view that the debt securities described
in paragraph (b) of this section are in-
directly secured by margin stock be-
cause there is a practical restriction on
the ability of the shell corporation to
dispose of the margin stock of the tar-
get company. Indirectly secured is de-
fined in §221.2 to include any arrange-
ment under which the customer’s right
or ability to sell, pledge, or otherwise
dispose of margin stock owned by the
customer is in any way restricted while
the credit remains outstanding. The
purchasers of the debt securities issued
by a shell corporation to finance a
takeover attempt clearly understand
that the shell corporation intends to
acquire the margin stock of the target
company in order to effect the acquisi-
tion of that company. This under-
standing represents a practical restric-
tion on the ability of the shell corpora-
tion to dispose of the target’s margin
stock and to acquire other assets with
the proceeds of the credit.

(h) In the second situation, Company
C, an operating company with substan-
tial assets or cash flow, seeks to ac-
quire Company D, which is signifi-
cantly larger than Company C. Com-
pany C establishes a shell corporation
that together with Company C makes a
tender offer for the shares of Company
D, which is margin stock. To finance
the tender offer, the shell corporation
would obtain a bank loan that complies
with the margin lending restrictions of
this part and Company C would issue
debt securities that would not be di-
rectly secured by any margin stock.
The Board is of the opinion that these
debt securities should not be presumed
to be indirectly secured by the margin
stock of Company D, since, as an oper-
ating business, Company C has sub-
stantial assets or cash flow without re-
gard to the margin stock of Company
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D. Any presumption would not be ap-
propriate because the purchasers of the
debt securities may be relying on as-
sets other than margin stock of Com-
pany D for repayment of the credit.

§221.125 Credit to brokers and deal-
ers.

(a) The National Securities Markets
Improvement Act of 1996 (Pub. L. 104-
290, 110 Stat. 3416) restricts the Board’s
margin authority by repealing section
8(a) of the Securities Exchange Act of
1934 (the Exchange Act) and amending
section 7 of the Exchange Act (15
U.S.C. 782) to exclude the borrowing by
a member of a national securities ex-
change or a registered broker or dealer
‘‘a substantial portion of whose busi-
ness consists of transactions with per-
sons other than brokers or dealers’ and
borrowing by a member of a national
securities exchange or a registered
broker or dealer to finance its activi-
ties as a market maker or an under-
writer. Notwithstanding this exclusion,
the Board may impose such rules and
regulations if it determines they are
‘“‘necessary or appropriate in the public
interest or for the protection of inves-
tors.”

(b) The Board has not found that it is
necessary or appropriate in the public
interest or for the protection of inves-
tors to impose rules and regulations re-
garding loans to brokers and dealers
covered by the National Securities
Markets Improvement Act of 1996.

PART 224—BORROWERS OF SECU-
RITIES CREDIT (REGULATION X)

Sec.

224.1 Authority, purpose, and scope.

224.2 Definitions.

224.3 Margin regulations to be applied by
nonexempted borrowers.

AUTHORITY: 15 U.S.C. 78g.

SOURCE: Reg. X, 48 FR 56572, Dec. 22, 1983,
unless otherwise noted.

EDITORIAL NOTE: See the List of CFR Sec-
tions Affected, which appears in the Finding
Aids section of the printed volume and on
GPO Access, for FR citations to Part 224
OTC Margin Stocks changes.

§224.1 Authority, purpose, and scope.

(a) Authority and purpose. Regulation
X (this part) is issued by the Board of
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Governors of the Federal Reserve Sys-
tem (the Board) under the Securities
Exchange Act of 1934, as amended (the
Act) (15 U.S.C. 78a et seq.). This part
implements section 7(f) of the Act (15
U.S.C. 78g(f)), the purpose of which is
to require that credit obtained within
or outside the United States complies
with the limitations of the Board’s
Margin Regulations T and U (12 CFR
parts 220 and 221, respectively).

(b) Scope and exemptions. The Act and
this part apply the Board’s margin reg-
ulations to United States persons and
foreign persons controlled by or acting
on behalf of or in conjunction with
United States persons (hereinafter bor-
rowers), who obtain credit outside the
United States to purchase or carry
United States securities, or within the
United States to purchase or carry any
securities (both types of credit are
hereinafter referred to as purpose cred-
it). The following borrowers are exempt
from the Act and this part:

(1) Any borrower who obtains purpose
credit within the United States, unless
the borrower willfully causes the credit
to be extended in contravention of Reg-
ulations T or U.

(2) Any borrower whose permanent
residence is outside the United States
and who does not obtain or have out-
standing, during any calendar year, a
total of more than $100,000 in purpose
credit obtained outside the TUnited
States; and

(3) Any borrower who is exempt by
Order upon terms and conditions set by
the Board.

[Reg. X, 48 FR 56572, Dec. 22, 1983, as amend-
ed by Reg. X, 63 FR 2839, Jan. 16, 1998]

§224.2 Definitions.

The terms used in this part have the
meanings given to them in sections 3(a)
and 7(f) of the Act, and in Regulations
T and U. Section 7(f) of the Act con-
tains the following definitions:

(a) United States person includes a per-
son which is organized or exists under
the laws of any State or, in the case of
a natural person, a citizen or resident
of the United States; a domestic estate;
or a trust in which one or more of the
foregoing persons has a cumulative di-
rect or indirect beneficial interest in
excess of 50 per centum of the valve of
the trust.
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(b) United States security means a se-
curity (other than an exempted secu-
rity) issued by a person incorporated
under the laws of any State, or whose
principal place of business is within a
State.

(c) Foreign person controlled by a
United States person includes any non-
corporate entity in which TUnited
States persons directly or indirectly
have more than a 50 per centum bene-
ficial interest, and any corporation in
which one or more United States per-
sons, directly or indirectly, own stock
possessing more than 50 per centum of
the total combined voting power of all
classes of stock entitled to vote, or
more than 50 per centum of the total
value of shares of all classes of stock.

[Reg. X, 48 FR 56572, Dec. 22, 1983, as amend-
ed by Reg. X, 63 FR 2839, Jan. 16, 1998]

§224.3 Margin regulations to be ap-
plied by nonexempted borrowers.

(a) Credit transactions outside the
United States. No borrower shall obtain
purpose credit from outside the United
States unless it conforms to the fol-
lowing margin regulations:

(1) Regulation T (12 CFR part 220) if
the credit is obtained from a foreign
branch of a broker-dealer;

(2) Regulation U (12 CFR part 221), as
it applies to banks, if the credit is ob-
tained from a foreign branch of a bank,
except for the requirement of a purpose
statement (12 CFR 221.3(c)(1)(i) and
(€)(2)(1)); and

(3) Regulation U (12 CFR part 221), as
it applies to nonbank lenders, if the
credit is obtained from any other lend-
er outside the United States, except for
the requirement of a purpose state-

ment (12 CFR 221.3(c)(1)(ii) and
(e)(2)(i1)).
(b) Credit transactions within the

United States. Any borrower who will-
fully causes credit to be extended in
contravention of Regulations T and U
(12 CFR parts 220 and 221), and who,
therefore, is not exempted by
§224.1(b)(1), must conform the credit to
the margin regulation that applies to
the lender.

[Reg. X, 63 FR 2839, Jan. 16, 1998]
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PART 225—BANK HOLDING COM-
PANIES AND CHANGE IN BANK
CONTROL (REGULATION Y)

REGULATIONS

Subpart A—General Provisions

Sec.
225.1
225.2
225.3
225.4
225.5
225.6
225.7

Authority, purpose, and scope.
Definitions.

Administration.

Corporate practices.

Registration, reports, and inspections.
Penalties for violations.

Exceptions to tying restrictions.

Subpart B—Acquisition of Bank Securities
or Assets

225.11 Transactions
proval.

225.12 Transactions not requiring Board ap-
proval.

225.13 Factors considered in acting on bank
acquisition proposals.

225.14 Expedited action for certain bank ac-
quisitions by well-run bank holding com-
panies.

225.15 Procedures for other bank acquisition
proposals.

225.16 Public notice, comments, hearings,
and other provisions governing applica-
tions and notices.

225.17 Notice procedure for one-bank hold-
ing company formations.

requiring Board ap-

Subpart C—Nonbanking Activities and
Acquisitions by Bank Holding Companies

225.21 Prohibited nonbanking activities and
acquisitions; exempt bank holding com-
panies.

225.22 Exempt nonbanking activities and ac-
quisitions.

225.23 Expedited action for certain non-
banking proposals by well-run bank hold-
ing companies.

225.24 Procedures for other nonbanking pro-
posals.

225.256 Hearings, alteration of activities, and
other matters.

225.26 Factors considered in acting on non-
banking proposals.

225.27 Procedures for determining scope of
nonbanking activities.

225.28 List of permissible nonbanking ac-
tivities.

Subpart D—Control and Divestiture
Proceedings
225.31 Control proceedings.
Subpart E—Change in Bank Control

225.41 Transactions requiring prior notice.
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225.42 Transactions not requiring prior no-
tice.

225.43 Procedures for filing, processing, pub-
lishing, and acting on notices.

225.44 Reporting of stock loans.

Subpart F—Limitations on Nonbank Banks

225.52 Limitation on overdrafts.

Subpart G—Appraisal Standards for
Federally Related Transactions

225.61 Authority, purpose, and scope.

225.62 Definitions.

225.63 Appraisals required; transactions re-
quiring a State certified or licensed ap-
praiser.

225.64 Minimum appraisal standards.

225.65 Appraiser independence.

225.66 Professional association membership;
competency.

225.67 Enforcement.

Subpart H—Notice of Addition or Change
of Directors and Senior Executive Officers

225.71 Definitions.

225.72 Director and officer appointments;
prior notice requirement.

225.73 Procedures for filing, processing, and
acting on notices; standards for dis-
approval; waiver of notice.

Subpart I—Financial Holding Companies

225.81 What is a financial holding company?

225.82 How does a company elect to become
a financial holding company?

225.83 What are the consequences of failing
to continue to meet applicable capital
and management requirements?

225.84 What are the consequences of failing
to maintain a satisfactory or better rat-
ing under the Community Reinvestment
Act at all insured depository institution
subsidiaries?

225.85 Is notice to or approval from the
Board required prior to engaging in a fi-
nancial activity?

225.86 What activities are permissible for fi-
nancial holding companies?

225.87 Is notice to the Board required after
engaging in a financial activity?

225.88 How to request the Board to deter-
mine that an activity is financial in na-
ture or incidental to a financial activity?

225.89 How to request approval to engage in
an activity that is complementary to a
financial activity?

225.90 What are the requirements for a for-
eign bank to be treated as a financial
holding company?

225.91 How may a foreign bank elect to be
treated as a financial holding company?

225.92 How does an election by a foreign
bank become effective?
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225.93 What are the consequences of a for-
eign bank failing to continue to meet ap-
plicable capital and management re-
quirements?

225.94 What are the consequences of an in-
sured branch or depository institution
failing to maintain a satisfactory or bet-
ter rating under the Community Rein-
vestment Act?

INTERPRETATIONS

225.101 Bank holding company’s subsidiary
banks owning shares of nonbanking com-
panies.

225.102 Bank holding company indirectly
owning nonbanking company through
subsidiaries.

225.103 Bank holding company acquiring
stock by dividends, stock splits or exer-
cise of rights.

225.104 ‘‘Services’” under section 4(c)(1) of
Bank Holding Company Act.

225.107 Acquisition of stock in small busi-
ness investment company.

225.109 ‘‘Services” under section 4(c)(1) of
Bank Holding Company Act.

225.111 Limit on investment by bank hold-
ing company system in stock of small
business investment companies.

225.112 Indirect control of small business
concern through convertible debentures
held by small business investment com-
pany.

225.113 Services under section 4(a) of Bank
Holding Company Act.

225.115 Applicability of Bank Service Cor-
poration Act in certain bank holding
company situations.

225.118 Computer services for customers of
subsidiary banks.

225.121 Acquisition of Edge corporation af-
filiate by State member banks of reg-
istered bank holding company.

225.122 Bank holding company ownership of
mortgage companies.

225.123 Activities closely related to bank-
ing.

225.124 Foreign bank holding companies.

225.125 Investment adviser activities.

225.126 Activities not closely related to
banking.

225.127 Investment in corporations or
projects designed primarily to promote
community welfare.

225.129 Activities closely related to bank-
ing.

225.130 Issuance and sale of short-term debt
obligations by bank holding companies.

225.131 Activities closely related to bank-
ing.

225.132 Acquisition of assets.

225.133 Computation of amount invested in
foreign corporations under general con-
sent procedures.

225.134 Escrow arrangements involving
bank stock resulting in a violation of the
Bank Holding Company Act.
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225.136 Utilization of foreign subsidiaries to
sell long-term debt obligations in foreign
markets and to transfer the proceeds to
their United States parent(s) for domes-
tic purposes.

225.137 Acquisitions of shares pursuant to
section 4(c)(6) of the Bank Holding Com-
pany Act.

225.138 Statement of policy concerning
divestitures by bank holding companies.

225.139 Presumption of continued control
under section (2)(g)(3) of the Bank Hold-
ing Company Act.

225.140 Disposition of property acquired in
satisfaction of debts previously con-
tracted.

225.141 Operations subsidiaries of a bank
holding company.

225.142 Statement of policy concerning bank
holding companies engaging in futures,
forward and options contracts on U.S.
Government and agency securities and
money market instruments.

225.143 Policy statement on nonvoting eq-
uity investments by bank holding com-
panies.

225.145 Limitations established by the Com-
petitive Equality Banking Act of 1987 on
the activities and growth of nonbank
banks.

Subpart J—Merchant Banking Investments

225.170 What investments are permitted
under this subpart and who may make
them?

225.171 What are the limitations on man-
aging or operating a portfolio company
held as a merchant banking investment?

225.172 What are the holding periods per-
mitted for merchant banking invest-
ments?

225.173 What aggregate limits apply to mer-
chant banking investments?

225.174 What risk management, reporting
and recordkeeping policies are required
to make merchant banking investments?

225.175 How do the statutory cross mar-
keting and section 23A and 23B limita-
tions apply to merchant banking invest-
ments?

CONDITIONS TO ORDERS

225.200 Conditions to Board’s section 20 or-
ders.

APPENDIX A TO PART 225—CAPITAL ADEQUACY
GUIDELINES FOR BANK HOLDING COMPA-
NIES: RISK-BASED MEASURE

APPENDIX B TO PART 225—CAPITAL ADEQUACY
GUIDELINES FOR BANK HOLDING COMPA-
NIES AND STATE MEMBER BANKS: LEVER-
AGE MEASURE

APPENDIX C TO PART 225—SMALL BANK HOLD-
ING COMPANY POLICY STATEMENT

APPENDIX D TO PART 225—CAPITAL ADEQUACY
GUIDELINES FOR BANK HOLDING COMPA-
NIES: TIER 1 LEVERAGE MEASURE
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APPENDIX E TO PART 225—CAPITAL ADEQUACY
GUIDELINES FOR BANK HOLDING COMPA-
NIES: MARKET RISK MEASURE

AUTHORITY: 12 U.S.C. 1817(j)(13), 1818,
1828(0), 1831i, 1831p-1, 1843(c)(8), 1843(k),
1844(b), 1972(1), 3106, 3108, 3310, 3331-3351, 3907,
and 3909.

SOURCE: Reg. Y, 49 FR 818, Jan. 5, 1984, un-
less otherwise noted.

REGULATIONS
Subpart A—General Provisions

SOURCE: Reg. Y, 62 FR 9319, Feb. 28, 1997,
unless otherwise noted.

§225.1 Authority, purpose, and scope.

(a) Authority. This part! (Regulation
Y) is issued by the Board of Governors
of the Federal Reserve System (Board)
under section 5(b) of the Bank Holding
Company Act of 1956, as amended (12
U.S.C. 1844(b)) (BHC Act); sections 8 and
13(a) of the International Banking Act
of 1978 (12 U.S.C. 3106 and 3108); section
7(j)(13) of the Federal Deposit Insur-
ance Act, as amended by the Change in
Bank Control Act of 1978 (12 U.S.C.
1817(j)(13)) (Bank Control Act); section
8(b) of the Federal Deposit Insurance
Act (12 U.S.C. 1818(b)); section 914 of
the Financial Institutions Reform, Re-
covery and Enforcement Act of 1989 (12
U.S.C. 1831i); section 106 of the Bank
Holding Company Act Amendments of
1970 (12 U.S.C. 1972); and the Inter-
national Lending Supervision Act of
1983 (Pub. L. 98-181, title IX). The BHC
Act is codified at 12 U.S.C. 1841, et seq.

(b) Purpose. The principal purposes of
this part are to:

(1) Regulate the acquisition of con-
trol of banks by companies and individ-
uals;

(2) Define and regulate the non-
banking activities in which bank hold-
ing companies and foreign banking or-
ganizations with United States oper-
ations may engage; and

(3) Set forth the procedures for secur-
ing approval for these transactions and
activities.

(c) Scope—(1) Subpart A contains gen-
eral provisions and definitions of terms
used in this regulation.

title 12,
chapter II, part 225.
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(2) Subpart B governs acquisitions of
bank or bank holding company securi-
ties and assets by bank holding compa-
nies or by any company that will be-
come a bank holding company as a re-
sult of the acquisition.

(3) Subpart C defines and regulates
the nonbanking activities in which
bank holding companies and foreign
banking organizations may engage di-
rectly or through a subsidiary. The
Board’s Regulation K governs certain
nonbanking activities conducted by
foreign banking organizations and cer-
tain foreign activities conducted by
bank holding companies (12 CFR part
211, International Banking Operations).

(4) Subpart D specifies situations in
which a company is presumed to con-
trol voting securities or to have the
power to exercise a controlling influ-
ence over the management or policies
of a bank or other company; sets forth
the procedures for making a control de-
termination; and provides rules gov-
erning the effectiveness of divestitures
by bank holding companies.

(5) Subpart E governs changes in bank
control resulting from the acquisition
by individuals or companies (other
than bank holding companies) of vot-
ing securities of a bank holding com-
pany or state member bank of the Fed-
eral Reserve System.

(6) Subpart F specifies the limitations
that govern companies that control so-
called nonbank banks and the activi-
ties of nonbank banks.

(7)) Subpart G prescribes minimum
standards that apply to the perform-
ance of real estate appraisals and iden-
tifies transactions that require state
certified appraisers.

(8) Subpart H identifies the cir-
cumstances when written notice must
be provided to the Board prior to the
appointment of a director or senior of-
ficer of a bank holding company and
establishes procedures for obtaining
the required Board approval.

(9) [Reserved]

(10) Subpart J governs the conduct by
financial holding companies of mer-
chant banking investment activities
permitted under section 4(k)(4)(H) of
the Bank Holding Company Act (12
U.S.C. 1843(k)(4)H)).

(11) Appendix A to the regulation con-
tains the Board’s Risk-Based Capital
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Adequacy Guidelines for bank holding
companies.

(12) Appendir B contains the Board’s
Capital Adequacy Guidelines for meas-
uring leverage for bank holding compa-
nies and state member banks.

(13) Appendix C contains the Board’s
policy statement governing small bank
holding companies.

(14) Appendir D contains the Board’s
Capital Adequacy Guidelines for meas-
uring tier 1 leverage for bank holding
companies.

(15) Appendixr E contains the Board’s
Capital Adequacy Guidelines for meas-
uring market risk of bank holding
companies.

Reg. Y, 62 FR 9319, Feb. 28, 1997, as amended
at 656 FR 16472, Mar. 28, 2000]

§225.2 Definitions.

Except as modified in this regulation
or unless the context otherwise re-
quires, the terms used in this regula-
tion have the same meaning as set
forth in the relevant statutes.

(a) Affiliate means any company that
controls, is controlled by, or is under
common control with, another com-
pany.

(b)(1) Bank means:

(i) An insured bank as defined in sec-
tion 3(h) of the Federal Deposit Insur-
ance Act (12 U.S.C. 1813(h)); or

(ii) An institution organized under
the laws of the United States which
both:

(A) Accepts demand deposits or de-
posits that the depositor may withdraw
by check or similar means for payment
to third parties or others; and

(B) Is engaged in the business of
making commercial loans.

(2) Bank does not include those insti-
tutions qualifying under the exceptions
listed in section 2(c)(2) of the BHC Act
(12 U.S.C. 1841(c)(2)).

(c)(1) Bank holding company means
any company (including a bank) that
has direct or indirect control of a bank,
other than control that results from
the ownership or control of:

(i) Voting securities held in good
faith in a fiduciary capacity (other
than as provided in paragraphs (e)(2)(ii)
and (iii) of this section) without sole
discretionary voting authority, or as
otherwise exempted under section
2(a)(5)(A) of the BHC Act;
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(ii) Voting securities acquired and
held only for a reasonable period of
time in connection with the under-
writing of securities, as provided in
section 2(a)(5)(B) of the BHC Act;

(iii) Voting rights to voting securi-
ties acquired for the sole purpose and
in the course of participating in a
proxy solicitation, as provided in sec-
tion 2(a)(5)(C) of the BHC Act;

(iv) Voting securities acquired in sat-
isfaction of debts previously con-
tracted in good faith, as provided in
section 2(a)(5)(D) of the BHC Act, if the
securities are divested within two
years of acquisition (or such later pe-
riod as the Board may permit by
order); or

(v) Voting securities of certain insti-
tutions owned by a thrift institution or
a trust company, as provided in sec-
tions 2(a)(5)(E) and (F') of the BHC Act.

(2) Except for the purposes of
§225.4(b) of this subpart and subpart E
of this part, or as otherwise provided in
this regulation, bank holding company
includes a foreign banking organiza-
tion. For the purposes of subpart B of
this part, bank holding company in-
cludes a foreign banking organization
only if it owns or controls a bank in
the United States.

(@A) Company includes any bank,
corporation, general or limited part-
nership, association or similar organi-
zation, business trust, or any other
trust unless by its terms it must termi-
nate either within 25 years, or within
21 years and 10 months after the death
of individuals living on the effective
date of the trust.

(2) Company does not include any or-
ganization, the majority of the voting
securities of which are owned by the
United States or any state.

(8) Testamentary trusts exempt. Unless
the Board finds that the trust is being
operated as a business trust or com-
pany, a trust is presumed not to be a
company if the trust:

(i) Terminates within 21 years and 10
months after the death of grantors or
beneficiaries of the trust living on the
effective date of the trust or within 25
years;

(i1) Is a testamentary or inter vivos
trust established by an individual or
individuals for the benefit of natural
persons (or trusts for the benefit of
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natural persons) who are related by
blood, marriage or adoption;

(iii) Contains only assets previously
owned by the individual or individuals
who established the trust;

(iv) Is not a Massachusetts business
trust; and

(v) Does not issue shares, certifi-
cates, or any other evidence of owner-
ship.

(4) Qualified limited partnerships ex-
empt. Company does not include a
qualified limited partnership, as de-
fined in section 2(0)(10) of the BHC Act.

(e)(1) Control of a bank or other com-
pany means (except for the purposes of
subpart E of this part):

(i) Ownership, control, or power to
vote 25 percent or more of the out-
standing shares of any class of voting
securities of the bank or other com-
pany, directly or indirectly or acting
through one or more other persons;

(ii) Control in any manner over the
election of a majority of the directors,
trustees, or general partners (or indi-
viduals exercising similar functions) of
the bank or other company;

(iii) The power to exercise, directly
or indirectly, a controlling influence
over the management or policies of the
bank or other company, as determined
by the Board after notice and oppor-
tunity for hearing in accordance with
§225.31 of subpart D of this part; or

(iv) Conditioning in any manner the
transfer of 25 percent or more of the
outstanding shares of any class of vot-
ing securities of a bank or other com-
pany upon the transfer of 25 percent or
more of the outstanding shares of any
class of voting securities of another
bank or other company.

(2) A bank or other company is
deemed to control voting securities or
assets owned, controlled, or held, di-
rectly or indirectly:

(i) By any subsidiary of the bank or
other company;

(ii) In a fiduciary capacity (including
by pension and profit-sharing trusts)
for the benefit of the shareholders,
members, or employees (or individuals
serving in similar capacities) of the
bank or other company or any of its
subsidiaries; or

(iii) In a fiduciary capacity for the
benefit of the bank or other company
or any of its subsidiaries.
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(f) Foreign banking organization and
qualifying foreign banking organization
have the same meanings as provided in
§211.21(n) and §211.23 of the Board’s
Regulation K (12 CFR 211.21(n) and
211.23).

(g) Insured depository institution in-
cludes an insured bank as defined in
section 3(h) of the Federal Deposit In-
surance Act (12 U.S.C. 1813(h)) and a
savings association.

(h) Lead insured depository institution
means the largest insured depository
institution controlled by the bank
holding company as of the quarter end-
ing immediately prior to the proposed
filing, based on a comparison of the av-
erage total risk-weighted assets con-
trolled during the previous 12-month
period by each insured depository insti-
tution subsidiary of the holding com-
pany.

(i) Management official means any of-
ficer, director (including honorary or
advisory directors), partner, or trustee
of a bank or other company, or any em-
ployee of the bank or other company
with policy-making functions.

(j) Nonbank bank means any institu-
tion that:

(1) Became a bank as a result of en-
actment of the Competitive Equality
Amendments of 1987 (Pub. L. 100-86), on
the date of enactment (August 10, 1987);
and

(2) Was not controlled by a bank
holding company on the day before the
enactment of the Competitive Equality
Amendments of 1987 (August 9, 1987).

(k) Outstanding shares means any vot-
ing securities, but does not include se-
curities owned by the United States or
by a company wholly owned by the
United States.

(1) Person includes an individual,
bank, corporation, partnership, trust,
association, joint venture, pool, syn-
dicate, sole proprietorship, unincor-
porated organization, or any other
form of entity.

(m) Savings association means:

(1) Any federal savings association or
federal savings bank;

(2) Any building and loan association,
savings and loan association, home-
stead association, or cooperative bank
if such association or cooperative bank
is a member of the Savings Association
Insurance Fund; and
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(3) Any savings bank or cooperative
that is deemed by the director of the
Office of Thrift Supervision to be a sav-
ings association under section 10(1) of
the Home Owners Loan Act.

(n) Shareholder—(1) Controlling share-
holder means a person that owns or
controls, directly or indirectly, 25 per-
cent or more of any class of voting se-
curities of a bank or other company.

(2) Principal shareholder means a per-
son that owns or controls, directly or
indirectly, 10 percent or more of any
class of voting securities of a bank or
other company, or any person that the
Board determines has the power, di-
rectly or indirectly, to exercise a con-
trolling influence over the manage-
ment or policies of a bank or other
company.

(o) Subsidiary means a bank or other
company that is controlled by another
company, and refers to a direct or indi-
rect subsidiary of a bank holding com-
pany. An indirect subsidiary is a bank
or other company that is controlled by
a subsidiary of the bank holding com-
pany.

(p) United States means the United
States and includes any state of the
United States, the District of Colum-
bia, any territory of the United States,
Puerto Rico, Guam, American Samoa,
and the Virgin Islands.

(0)() Voting securities means shares of
common or preferred stock, general or
limited partnership shares or interests,
or similar interests if the shares or in-
terest, by statute, charter, or in any
manner, entitle the holder:

(i) To vote for or to select directors,
trustees, or partners (or persons exer-
cising similar functions of the issuing
company); or

(ii) To vote on or to direct the con-
duct of the operations or other signifi-
cant policies of the issuing company.

(2) Nonvoting shares. Preferred shares,
limited partnership shares or interests,
or similar interests are not voting secu-
rities if:

(i) Any voting rights associated with
the shares or interest are limited sole-
ly to the type customarily provided by
statute with regard to matters that
would significantly and adversely af-
fect the rights or preference of the se-
curity or other interest, such as the
issuance of additional amounts or
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classes of senior securities, the modi-
fication of the terms of the security or
interest, the dissolution of the issuing
company, or the payment of dividends
by the issuing company when preferred
dividends are in arrears;

(ii) The shares or interest represent
an essentially passive investment or fi-
nancing device and do not otherwise
provide the holder with control over
the issuing company; and

(iii) The shares or interest do not en-
title the holder, by statute, charter, or
in any manner, to select or to vote for
the selection of directors, trustees, or
partners (or persons exercising similar
functions) of the issuing company.

(3) Class of wvoting shares. Shares of
stock issued by a single issuer are
deemed to be the same class of voting
shares, regardless of differences in divi-
dend rights or liquidation preference, if
the shares are voted together as a sin-
gle class on all matters for which the
shares have voting rights other than
matters described in paragraph (0)(2)(i)
of this section that affect solely the
rights or preferences of the shares.

(r) Well-capitaliced—(1) Bank holding
company. In the case of a bank holding
company,2 well-capitalized means that:

(i) On a consolidated basis, the bank
holding company maintains a total
risk-based capital ratio of 10.0 percent
or greater, as defined in Appendix A of
this part;

(ii) On a consolidated basis, the bank
holding company maintains a Tier 1
risk-based capital ratio of 6.0 percent
or greater, as defined in Appendix A of
this part; and

(iii) The bank holding company is not
subject to any written agreement,
order, capital directive, or prompt cor-
rective action directive issued by the
Board to meet and maintain a specific
capital level for any capital measure.

(2) Insured and uninsured depository
institutions—(i) Insured depository insti-
tution. In the case of an insured deposi-

2For purposes of this subpart and subparts
B and C of this part, a bank holding company
with consolidated assets under $150 million
that is subject to the Small Bank Holding
Company Policy Statement in Appendix C of
this part will be deemed to be “well-capital-
ized” if the bank holding company meets the
requirements for expedited/waived proc-
essing in Appendix C.
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tory institution, ‘‘well capitalized”
means that the institution has and
maintains at least the capital levels re-
quired to be well capitalized under the
capital adequacy regulations or guide-
lines applicable to the institution that
have been adopted by the appropriate
Federal banking agency for the institu-
tion under section 38 of the Federal De-
posit Insurance Act (12 U.S.C. 18310).

(ii) Uninsured depository institution. In
the case of a depository institution the
deposits of which are not insured by
the Federal Deposit Insurance Corpora-
tion, ‘‘well capitalized’ means that the
institution has and maintains at least
the capital levels required for an in-
sured depository institution to be well
capitalized.

(3) Foreign banks—(1) Standards ap-
plied. For purposes of determining
whether a foreign banking organization
qualifies under paragraph (r)(1) of this
section:

(A) A foreign banking organization
whose home country supervisor, as de-
fined in §211.21 of the Board’s Regula-
tion K (12 CFR 211.21), has adopted cap-
ital standards consistent in all respects
with the Capital Accord of the Basle
Committee on Banking Supervision
(Basle Accord) may calculate its cap-
ital ratios under the home country
standard; and

(B) A foreign banking organization
whose home country supervisor has not
adopted capital standards consistent in
all respects with the Basle Accord shall
obtain a determination from the Board
that its capital is equivalent to the
capital that would be required of a U.S.
banking organization under paragraph
(r)(1) of this section.

(ii) Branches and agencies. For pur-
poses of determining, under paragraph
(r)(1) of this section, whether a branch
or agency of a foreign banking organi-
zation is well-capitalized, the branch or
agency shall be deemed to have the
same capital ratios as the foreign
banking organization.

(s) Well managed—(1) In general. Ex-
cept as otherwise provided in this part,
a company or depository institution is
well managed if:

(i) At its most recent inspection or
examination or subsequent review by
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the appropriate Federal banking agen-
cy for the company or institution, the
company or institution received:

(A) At least a satisfactory composite
rating; and

(B) At least a satisfactory rating for
management and for compliance, if
such a rating is given; or

(ii) In the case of a company or de-
pository institution that has not re-
ceived an examination rating, the
Board has determined, after a review of
managerial and other resources of the
company or depository institution and
after consulting the appropriate Fed-
eral banking agency for the institu-
tion, that the company or institution
is well managed.

(2) Merged institutions. A depository
institution that results from the merg-
er of two or more depository institu-
tions that are well managed shall be
considered to be well managed unless
the Board determines otherwise after
consulting with the appropriate Fed-
eral banking agency for each deposi-
tory institution involved in the merg-
er.

(8) Foreign banking organications. Ex-
cept as otherwise provided in this part,
a foreign banking organization shall
qualify under this paragraph(s) if the
combined operations of the foreign
banking organization in the United
States have received at least a satis-
factory composite rating at the most
recent annual assessment.

[Reg. Y, 62 FR 9319, Feb. 28, 1997, as amended
at 656 FR 3791, Jan. 25, 2000; 656 FR 15055, Mar.
21, 2000]

§225.3 Administration.

(a) Delegation of authority. Designated
Board members and officers and the
Federal Reserve Banks are authorized
by the Board to exercise various func-
tions prescribed in this regulation and
in the Board’s Rules Regarding Delega-
tion of Authority (12 CFR part 265) and
the Board’s Rules of Procedure (12 CFR
part 262).

(b) Appropriate Federal Reserve Bank.
In administering this regulation, un-
less a different Federal Reserve Bank is
designated by the Board, the appro-
priate Federal Reserve Bank is as fol-
lows:

(1) For a bank holding company (or a
company applying to become a bank
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holding company): the Reserve Bank of
the Federal Reserve district in which
the company’s banking operations are
principally conducted, as measured by
total domestic deposits in its sub-
sidiary banks on the date it became (or
will become) a bank holding company;

(2) For a foreign banking organiza-
tion that has no subsidiary bank and is
not subject to paragraph (b)(1) of this
section: the Reserve Bank of the Fed-
eral Reserve district in which the total
assets of the organization’s United
States branches, agencies, and com-
mercial lending companies are the
largest as of the later of January 1,
1980, or the date it becomes a foreign
banking organization;

(3) For an individual or company sub-
mitting a notice under subpart E of
this part: The Reserve Bank of the Fed-
eral Reserve district in which the
banking operations of the bank holding
company or state member bank to be
acquired are principally conducted, as
measured by total domestic deposits on
the date the notice is filed.

§225.4 Corporate practices.

(a) Bank holding company policy and
operations. (1) A bank holding company
shall serve as a source of financial and
managerial strength to its subsidiary
banks and shall not conduct its oper-
ations in an unsafe or unsound manner.

(2) Whenever the Board believes an
activity of a bank holding company or
control of a nonbank subsidiary (other
than a nonbank subsidiary of a bank)
constitutes a serious risk to the finan-
cial safety, soundness, or stability of a
subsidiary bank of the bank holding
company and is inconsistent with
sound banking principles or the pur-
poses of the BHC Act or the Financial
Institutions Supervisory Act of 1966, as
amended (12 U.S.C. 1818(b) et seq.), the
Board may require the bank holding
company to terminate the activity or
to terminate control of the subsidiary,
as provided in section 5(e) of the BHC
Act.

(b) Purchase or redemption by bank
holding company of its own securities—(1)
Filing notice. Except as provided in
paragraph (b)(6) of this section, a bank
holding company shall give the Board
prior written notice before purchasing
or redeeming its equity securities if
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the gross consideration for the pur-
chase or redemption, when aggregated
with the net consideration paid by the
company for all such purchases or re-
demptions during the preceding 12
months, is equal to 10 percent or more
of the company’s consolidated net
worth. For the purposes of this section,
“net consideration” is the gross con-
sideration paid by the company for all
of its equity securities purchased or re-
deemed during the period minus the
gross consideration received for all of
its equity securities sold during the pe-
riod.

(2) Contents of notice. Any notice
under this section shall be filed with
the appropriate Reserve Bank and shall
contain the following information:

(i) The purpose of the transaction, a
description of the securities to be pur-
chased or redeemed, the total number
of each class outstanding, the gross
consideration to be paid, and the terms
and sources of funding for the trans-
action;

(ii) A description of all equity securi-
ties redeemed within the preceding 12
months, the net consideration paid,
and the terms of any debt incurred in
connection with those transactions;
and

(iii) (A) If the bank holding company
has consolidated assets of $150 million
or more, consolidated pro forma risk-
based capital and leverage ratio cal-
culations for the bank holding com-
pany as of the most recent quarter,
and, if the redemption is to be debt
funded, a parent-only pro forma balance
sheet as of the most recent quarter; or

(B) If the bank holding company has
consolidated assets of less than $150
million, a pro forma parent-only bal-
ance sheet as of the most recent quar-
ter, and, if the redemption is to be debt
funded, one-year income statement and
cash flow projections.

(38) Acting on notice. Within 15 cal-
endar days of receipt of a notice under
this section, the appropriate Reserve
Bank shall either approve the trans-
action proposed in the notice or refer
the notice to the Board for decision. If
the notice is referred to the Board for
decision, the Board shall act on the no-
tice within 30 calendar days after the
Reserve Bank receives the notice.
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(4) Factors considered in acting on no-
tice. (i) The Board may disapprove a
proposed purchase or redemption if it
finds that the proposal would con-
stitute an unsafe or unsound practice,
or would violate any law, regulation,
Board order, directive, or any condi-
tion imposed by, or written agreement
with, the Board.

(ii) In determining whether a pro-
posal constitutes an unsafe or unsound
practice, the Board shall consider
whether the bank holding company’s
financial condition, after giving effect
to the proposed purchase or redemp-
tion, meets the financial standards ap-
plied by the Board under section 3 of
the BHC Act, including the Board’s
Capital Adequacy Guidelines (Appendix
A of this part) and the Board’s Policy
Statement for Small Bank Holding
Companies (Appendix C of this part).

(5) Disapproval and hearing. (i) The
Board shall notify the bank holding
company in writing of the reasons for a
decision to disapprove any proposed
purchase or redemption. Within 10 cal-
endar days of receipt of a notice of dis-
approval by the Board, the bank hold-
ing company may submit a written re-
quest for a hearing.

(ii) The Board shall order a hearing
within 10 calendar days of receipt of
the request if it finds that material
facts are in dispute, or if it otherwise
appears appropriate. Any hearing con-
ducted under this paragraph shall be
held in accordance with the Board’s
Rules of Practice for Formal Hearings
(12 CFR part 263).

(iii) At the conclusion of the hearing,
the Board shall by order approve or dis-
approve the proposed purchase or re-
demption on the basis of the record of
the hearing.

(6) Ezxception for well-capitaliced bank
holding companies. A bank holding com-
pany is not required to obtain prior
Board approval for the redemption or
purchase of its equity securities under
this section provided:

(i) Both before and immediately after
the redemption, the bank holding com-
pany is well-capitalized;

(ii) The bank holding company is
well-managed; and

(iii) The bank holding company is not
the subject of any unresolved super-
visory issues.
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(c) Deposit insurance. Every bank that
is a bank holding company or a sub-
sidiary of a bank holding company
shall obtain Federal Deposit Insurance
and shall remain an insured bank as de-
fined in section 3(h) of the Federal De-
posit Insurance Act (12 U.S.C. 1813(h)).

(d) Acting as transfer agent or clearing
agent. A bank holding company or any
nonbanking subsidiary that is a
“bank,” as defined in section 3(a)(6) of
the Securities Exchange Act of 1934 (15
U.S.C. 78c(a)(6)), and that is a transfer
agent of securities, a clearing agency,
or a participant in a clearing agency
(as those terms are defined in section
3(a) of the Securities Exchange Act (15
U.S.C. 78c(a)), shall be subject to
§§208.31-208.33 of the Board’s Regula-
tion H (12 CFR 208.31-208.33) as if it
were a state member bank.

(e) Reporting requirement for credit se-
cured by certain bank holding company
stock. Each executive officer or director
of a bank holding company the shares
of which are not publicly traded shall
report annually to the board of direc-
tors of the bank holding company the
outstanding amount of any credit that
was extended to the executive officer
or director and that is secured by
shares of the bank holding company.
For purposes of this paragraph, the
terms ‘‘executive officer’” and ‘‘direc-
tor”’ shall have the meaning given in
§215.2 of Regulation O (12 CFR 215.2).

(f) Suspicious activity report. A bank
holding company or any nonbank sub-
sidiary thereof, or a foreign bank that
is subject to the BHC Act or any
nonbank subsidiary of such foreign
bank operating in the United States,
shall file a suspicious activity report in
accordance with the provisions of
§208.62 of the Board’s Regulation H (12
CFR 208.62).

(g) Requirements for financial holding
companies engaged in Ssecurities under-
writing, dealing, or market-making activi-
ties. (1) Any intra-day extension of
credit by a bank or thrift, or U.S.
branch or agency of a foreign bank to
an affiliated company engaged in un-
derwriting, dealing in, or making a
market in securities pursuant to sec-
tion 4(k)(4)(E) of the Bank Holding
Company Act (12 U.S.C. 1843(k)(4)(E))
must be on market terms consistent
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with section 23B of the Federal Reserve
Act. (12 U.S.C. 371c-1).

(2) A foreign bank that is or is treat-
ed as a financial holding company
under this part shall ensure that:

(i) Any extension of credit by any
U.S. branch or agency of such foreign
bank to an affiliated company engaged
in underwriting, dealing in, or making
a market in securities pursuant to sec-
tion 4(k)(4)(E) of the Bank Holding
Company Act (12 U.S.C. 1843(k)(4)(E)),
conforms to sections 23A and 23B of the
Federal Reserve Act (12 U.S.C. 371c and
371c-1) as if the branch or agency were
a member bank;

(ii) Any purchase by any U.S. branch
or agency of such foreign bank, as prin-
cipal or fiduciary, of securities for
which a securities affiliate described in
paragraph (g)(2)(i) of this section is a
principal underwriter conforms to sec-
tions 23A and 23B of the Federal Re-
serve Act (12 U.S.C. 371c and 371c-1) as
if the branch or agency were a member
bank; and

(iii) Its U.S. branches and agencies
not advertise or suggest that they are
responsible for the obligations of a se-
curities affiliate described in para-
graph (g)(2)(i) of this section, con-
sistent with section 23B(c) of the Fed-
eral Reserve Act (12 U.S.C. 371c-1(c)) as
if the branches or agencies were mem-
ber banks.

[Reg. Y, 62 FR 9319, Feb. 28, 1997, as amended
at 63 FR 58621, Nov. 2, 1998; 66 FR 14442, Mar.
17, 2000]

§225.5 Registration, reports, and in-
spections.

(a) Registration of bank holding compa-
nies. Bach company shall register with-
in 180 days after becoming a bank hold-
ing company by furnishing information
in the manner and form prescribed by
the Board. A company that receives
the Board’s prior approval under sub-
part B of this part to become a bank
holding company may complete this
registration requirement through sub-
mission of its first annual report to the
Board as required by paragraph (b) of
this section.

(b) Reports of bank holding companies.
Each bank holding company shall fur-
nish, in the manner and form pre-
scribed by the Board, an annual report



§225.6

of the company’s operations for the fis-
cal year in which it becomes a bank
holding company, and for each fiscal
year during which it remains a bank
holding company. Additional informa-
tion and reports shall be furnished as
the Board may require.

(c) Examinations and inspections. The
Board may examine or inspect any
bank holding company and each of its
subsidiaries and prepare a report of
their operations and activities. With
respect to a foreign banking organiza-
tion, the Board may also examine any
branch or agency of a foreign bank in
any state of the United States and may
examine or inspect each of the organi-
zation’s subsidiaries in the TUnited
States and prepare reports of their op-
erations and activities. The Board shall
rely, as far as possible, on the reports
of examination made by the primary
federal or state supervisor of the sub-
sidiary bank of the bank holding com-
pany or of the branch or agency of the
foreign bank.

§225.6 Penalties for violations.

(a) Criminal and civil penalties. (1) Sec-
tion 8 of the BHC Act provides criminal
penalties for willful violation, and civil
penalties for violation, by any com-
pany or individual, of the BHC Act or
any regulation or order issued under it,
or for making a false entry in any
book, report, or statement of a bank
holding company.

(2) Civil money penalty assessments
for violations of the BHC Act shall be
made in accordance with subpart C of
the Board’s Rules of Practice for Hear-
ings (12 CFR part 263, subpart C). For
any willful violation of the Bank Con-
trol Act or any regulation or order
issued under it, the Board may assess a
civil penalty as provided in 12 U.S.C.
1817(j)(15).

(b) Cease-and-desist proceedings. For
any violation of the BHC Act, the Bank
Control Act, this regulation, or any
order or notice issued thereunder, the
Board may institute a cease-and-desist
proceeding in accordance with the Fi-
nancial Institutions Supervisory Act of
1966, as amended (12 U.S.C. 1818(b) et
seq.).
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§225.7 Exceptions
tions.

to tying restric-

(a) Purpose. This section establishes
exceptions to the anti-tying restric-
tions of section 106 of the Bank Holding
Company Act Amendments of 1970 (12
U.S.C. 1971, 1972(1)). These exceptions
are in addition to those in section 106.
The section also restricts tying of elec-
tronic benefit transfer services by bank
holding companies and their nonbank
subsidiaries.

(b) Exceptions to statute. Subject to
the limitations of paragraph (c) of this
section, a bank may:

(1) Extension to affiliates of statutory
exceptions preserving traditional banking
relationships. Extend credit, lease or
sell property of any kind, or furnish
any service, or fix or vary the consider-
ation for any of the foregoing, on the
condition or requirement that a cus-
tomer:

(i) Obtain a loan, discount, deposit,
or trust service from an affiliate of the
bank; or

(ii) Provide to an affiliate of the
bank some additional credit, property,
or service that the bank could require
to be provided to itself pursuant to sec-
tion 106(b)(1)(C) of the Bank Holding
Company Act Amendments of 1970 (12
U.S.C. 1972(1)(C)).

(2) Safe harbor for combined-balance
discounts. Vary the consideration for
any product or package of products
based on a customer’s maintaining a
combined minimum balance in certain
products specified by the bank (eligible
products), if:

(i) The bank offers deposits, and all
such deposits are eligible products; and

(ii) Balances in deposits count at
least as much as nondeposit products
toward the minimum balance.

(3) Safe harbor for foreign transactions.
Engage in any transaction with a cus-
tomer if that customer is:

(i) A corporation, business, or other
person (other than an individual) that:

(A) Is incorporated, chartered, or
otherwise organized outside the United
States; and

(B) Has its principal place of business
outside the United States; or

(ii) An individual who is a citizen of
a foreign country and is not resident in
the United States.
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(c) Limitations on exceptions. Any ex-
ception granted pursuant to this sec-
tion shall terminate upon a finding by
the Board that the arrangement is re-
sulting in anti-competitive practices.
The eligibility of a bank to operate
under any exception granted pursuant
to this section shall terminate upon a
finding by the Board that its exercise
of this authority is resulting in anti-
competitive practices.

(d) Ezxtension of statute to electronic
benefit transfer services. A bank holding
company or nonbank subsidiary of a
bank holding company that provides
electronic benefit transfer services
shall be subject to the anti-tying re-
strictions applicable to such services
set forth in section 7(i)(11) of the Food
Stamp Act of 1977 (7 U.S.C. 2016(i)(11)).

(e) For purposes of this section, bank
has the meaning given that term in
section 106(a) of the Bank Holding
Company Act Amendments of 1970 (12
U.S.C. 1971), but shall also include a
United States branch, agency, or com-
mercial lending company subsidiary of
a foreign bank that is subject to sec-
tion 106 pursuant to section 8(d) of the
International Banking Act of 1978 (12
U.S.C. 3106(d)), and any company made
subject to section 106 by section 4(f)(9)
or 4(h) of the BHC Act.

Subpart B—Acquisition of Bank
Securities or Assets

SOURCE: Reg. Y, 62 FR 9324, Feb. 28, 1997,
unless otherwise noted.

§225.11 Transactions requiring Board
approval.

The following transactions require
the Board’s prior approval under sec-
tion 3 of the Bank Holding Company
Act except as exempted under §225.12
or as otherwise covered by §225.17 of
this subpart:

(a) Formation of bank holding com-
pany. Any action that causes a bank or
other company to become a bank hold-
ing company.

(b) Acquisition of subsidiary bank. Any
action that causes a bank to become a
subsidiary of a bank holding company.

(c) Acquisition of control of bank or
bank holding company securities.

(1) The acquisition by a bank holding
company of direct or indirect owner-
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ship or control of any voting securities
of a bank or bank holding company, if
the acquisition results in the com-
pany’s control of more than 5 percent
of the outstanding shares of any class
of voting securities of the bank or bank
holding company.

(2) An acquisition includes the pur-
chase of additional securities through
the exercise of preemptive rights, but
does not include securities received in
a stock dividend or stock split that
does not alter the bank holding com-
pany’s proportional share of any class
of voting securities.

(d) Acquisition of bank assets. The ac-
quisition by a bank holding company
or by a subsidiary thereof (other than a
bank) of all or substantially all of the
assets of a bank.

(e) Merger of bank holding companies.
The merger or consolidation of bank
holding companies, including a merger
through the purchase of assets and as-
sumption of liabilities.

(f) Transactions by foreign banking or-
ganization. Any transaction described
in paragraphs (a) through (e) of this
section by a foreign banking organiza-
tion that involves the acquisition of an
interest in a U.S. bank or in a bank
holding company for which application
would be required if the foreign bank-
ing organization were a bank holding
company.

§225.12 Transactions
Board approval.

not requiring

The following transactions do not re-
quire the Board’s approval under
§225.11 of this subpart:

(a) Acquisition of securities in fiduciary
capacity. The acquisition by a bank or
other company (other than a trust that
is a company) of control of voting secu-
rities of a bank or bank holding com-
pany in good faith in a fiduciary capac-
ity, unless:

(1) The acquiring bank or other com-
pany has sole discretionary authority
to vote the securities and retains this
authority for more than two years; or

(2) The acquisition is for the benefit
of the acquiring bank or other com-
pany, or its shareholders, employees,
or subsidiaries.

(b) Acquisition of securities in satisfac-
tion of debts previously contracted. The
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acquisition by a bank or other com-
pany of control of voting securities of a
bank or bank holding company in the
regular course of securing or collecting
a debt previously contracted in good
faith, if the acquiring bank or other
company divests the securities within
two years of acquisition. The Board or
Reserve Bank may grant requests for
up to three one-year extensions.

(c) Acquisition of securities by bank
holding company with majority control.
The acquisition by a bank holding com-
pany of additional voting securities of
a bank or bank holding company if
more than 50 percent of the out-
standing voting securities of the bank
or bank holding company is lawfully
controlled by the acquiring bank hold-
ing company prior to the acquisition.

(d) Acquisitions involving bank mergers
and internal corporate reorganications—
(1) Transactions subject to Bank Merger
Act. The merger or consolidation of a
subsidiary bank of a bank holding com-
pany with another bank, or the pur-
chase of assets by the subsidiary bank,
or a similar transaction involving sub-
sidiary banks of a bank holding com-
pany, if the transaction requires the
prior approval of a federal supervisory
agency under the Bank Merger Act (12
U.S.C. 1828(c)) and does not involve the
acquisition of shares of a bank. This
exception does not include:

(i) The merger of a nonsubsidiary
bank and a nonoperating subsidiary
bank formed by a company for the pur-
pose of acquiring the nonsubsidiary
bank; or

(ii) Any transaction requiring the
Board’s prior approval under §225.11(e)
of this subpart.

The Board may require an applica-
tion under this subpart if it determines
that the merger or consolidation would
have a significant adverse impact on
the financial condition of the bank
holding company, or otherwise requires
approval under section 3 of the BHC
Act.

(2) Certain acquisitions subject to Bank
Merger Act. The acquisition by a bank
holding company of shares of a bank or
company controlling a bank or the
merger of a company controlling a
bank with the bank holding company,
if the transaction is part of the merger
or consolidation of the bank with a
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subsidiary bank (other than a nonop-
erating subsidiary bank) of the acquir-
ing bank holding company, or is part of
the purchase of substantially all of the
assets of the bank by a subsidiary bank
(other than a nonoperating subsidiary
bank) of the acquiring bank holding
company, and if:

(i) The bank merger, consolidation,
or asset purchase occurs simulta-
neously with the acquisition of the
shares of the bank or bank holding
company or the merger of holding com-
panies, and the bank is not operated by
the acquiring bank holding company as
a separate entity other than as the sur-
vivor of the merger, consolidation, or
asset purchase;

(ii) The transaction requires the
prior approval of a federal supervisory
agency under the Bank Merger Act (12
U.S.C. 1828(¢));

(iii) The transaction does not involve
the acquisition of any nonbank com-
pany that would require prior approval
under section 4 of the BHC Act (12
U.S.C. 1843);

(iv) Both before and after the trans-
action, the acquiring bank holding
company meets the Board’s Capital
Adequacy Guidelines (Appendixes A, B,
C, D, and E of this part);

(v) At least 10 days prior to the trans-
action, the acquiring bank holding
company has provided to the Reserve
Bank written notice of the transaction
that contains:

(A) A copy of the filing made to the
appropriate federal banking agency
under the Bank Merger Act; and

(B) A description of the holding com-
pany’s involvement in the transaction,
the purchase price, and the source of
funding for the purchase price; and

(vi) Prior to expiration of the period
provided in paragraph (d)(2)(v) of this
section, the Reserve Bank has not in-
formed the bank holding company that
an application under §225.11 is re-
quired.

(3) Internal corporate reorganizations.
(i) Subject to paragraph (d)(3)(ii) of
this section, any of the following trans-
actions performed in the United States
by a bank holding company:

(A) The merger of holding companies
that are subsidiaries of the bank hold-
ing company;
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(B) The formation of a subsidiary
holding company;?

(C) The transfer of control or owner-
ship of a subsidiary bank or a sub-
sidiary holding company between one
subsidiary holding company and an-
other subsidiary holding company or
the bank holding company.

(ii) A transaction described in para-
graph (d)(3)(i) of this section qualifies
for this exception if:

(A) The transaction represents solely
a corporate reorganization involving
companies and insured depository in-
stitutions that, both preceding and fol-
lowing the transaction, are lawfully
controlled and operated by the bank
holding company;

(B) The transaction does not involve
the acquisition of additional voting
shares of an insured depository institu-
tion that, prior to the transaction, was
less than majority owned by the bank
holding company;

(C) The bank holding company is not
organized in mutual form; and

(D) Both before and after the trans-
action, the bank holding company
meets the Board’s Capital Adequacy
Guidelines (Appendixes A, B, C, D, and
E of this part).

(e) Holding securities in escrow. The
holding of any voting securities of a
bank or bank holding company in an
escrow arrangement for the benefit of
an applicant pending the Board’s ac-
tion on an application for approval of
the proposed acquisition, if title to the
securities and the voting rights remain
with the seller and payment for the se-
curities has not been made to the sell-
er.

(f) Acquisition of foreign banking orga-
nization. The acquisition of a foreign
banking organization where the foreign
banking organization does not directly
or indirectly own or control a bank in
the United States, unless the acquisi-
tion is also by a foreign banking orga-
nization and otherwise subject to
§225.11(f) of this subpart.

1In the case of a transaction that results in
the formation or designation of a new bank
holding company, the new bank holding com-
pany must complete the registration require-
ments described in §225.5.
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§225.13 Factors considered in acting
on bank acquisition proposals.

(a) Factors requiring denial. As speci-
fied in section 3(c) of the BHC Act, the
Board may not approve any application
under this subpart if:

(1) The transaction would result in a
monopoly or would further any com-
bination or conspiracy to monopolize,
or to attempt to monopolize, the busi-
ness of banking in any part of the
United States;

(2) The effect of the transaction may
be substantially to lessen competition
in any section of the country, tend to
create a monopoly, or in any other
manner be in restraint of trade, unless
the Board finds that the transaction’s
anti-competitive effects are clearly
outweighed by its probable effect in
meeting the convenience and needs of
the community;

(3) The applicant has failed to pro-
vide the Board with adequate assur-
ances that it will make available such
information on its operations or activi-
ties, and the operations or activities of
any affiliate of the applicant, that the
Board deems appropriate to determine
and enforce compliance with the BHC
Act and other applicable federal bank-
ing statutes, and any regulations
thereunder; or

(4) In the case of an application in-
volving a foreign banking organization,
the foreign banking organization is not
subject to comprehensive supervision
or regulation on a consolidated basis
by the appropriate authorities in its
home country, as provided in
§211.24(c)(1)(ii) of the Board’s Regula-
tion K (12 CFR 211.24(c)(1)(ii)).

(b) Other factors. In deciding applica-
tions under this subpart, the Board
also considers the following factors
with respect to the applicant, its sub-
sidiaries, any banks related to the ap-
plicant through common ownership or
management, and the bank or banks to
be acquired:

(1) Financial condition. Their financial
condition and future prospects, includ-
ing whether current and projected cap-
ital positions and levels of indebted-
ness conform to standards and policies
established by the Board.

(2) Managerial resources. The com-
petence, experience, and integrity of
the officers, directors, and principal
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shareholders of the applicant, its sub-
sidiaries, and the banks and bank hold-
ing companies concerned; their record
of compliance with laws and regula-
tions; and the record of the applicant
and its affiliates of fulfilling any com-
mitments to, and any conditions im-
posed by, the Board in connection with
prior applications.

(3) Convenience and needs of commu-
nity. The convenience and needs of the
communities to be served, including
the record of performance under the
Community Reinvestment Act of 1977
(12 U.S.C. 2901 et seq.) and regulations
issued thereunder, including the
Board’s Regulation BB (12 CFR part
228).

(c) Interstate transactions. The Board
may approve any application or notice
under this subpart by a bank holding
company to acquire control of all or
substantially all of the assets of a bank
located in a state other than the home
state of the bank holding company,
without regard to whether the trans-
action is prohibited under the law of
any state, if the transaction complies
with the requirements of section 3(d) of
the BHC Act (12 U.S.C. 1842(d)).

(d) Conditional approvals. The Board
may impose conditions on any ap-
proval, including conditions to address
competitive, financial, managerial,
safety and soundness, convenience and
needs, compliance or other concerns, to
ensure that approval is consistent with
the relevant statutory factors and
other provisions of the BHC Act.

§225.14 Expedited action for certain
bank acquisitions by well-run bank
holding companies.

(a) Filing of notice—(1) Information re-
quired and public notice. As an alter-
native to the procedure provided in
§225.15, a bank holding company that
meets the requirements of paragraph
(c) of this section may satisfy the prior
approval requirements of §225.11 in
connection with the acquisition of
shares, assets or control of a bank, or a
merger or consolidation between bank
holding companies, by providing the
appropriate Reserve Bank with a writ-
ten notice containing the following:

(i) A certification that all of the cri-
teria in paragraph (c) of this section
are met;
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(ii) A description of the transaction
that includes identification of the com-
panies and insured depository institu-
tions involved in the transaction? and
identification of each banking market
affected by the transaction;

(iii) A description of the effect of the
transaction on the convenience and
needs of the communities to be served
and of the actions being taken by the
bank holding company to improve the
CRA performance of any insured depos-
itory institution subsidiary that does
not have at least a satisfactory CRA
performance rating at the time of the
transaction;

(iv) Evidence that notice of the pro-
posal has been published in accordance
with §225.16(b)(1);

(v)(A) If the bank holding company
has consolidated assets of $150 million
or more, an abbreviated consolidated
pro forma balance sheet as of the most
recent quarter showing credit and debit
adjustments that reflect the proposed
transaction, consolidated pro forma
risk-based capital ratios for the acquir-
ing bank holding company as of the
most recent quarter, and a description
of the purchase price and the terms and
sources of funding for the transaction;

(B) If the bank holding company has
consolidated assets of less than $150
million, a pro forma parent-only bal-
ance sheet as of the most recent quar-
ter showing credit and debit adjust-
ments that reflect the proposed trans-
action, and a description of the pur-
chase price, the terms and sources of
funding for the transaction, and the
sources and schedule for retiring any
debt incurred in the transaction;

(vi) If the bank holding company has
consolidated assets of less than $300

2If, in connection with a transaction under

this subpart, any person or group of persons
proposes to acquire control of the acquiring
bank holding company for purposes of the
Bank Control Act or §225.41, the person or
group of persons may fulfill the notice re-
quirements of the Bank Control Act and
§225.43 by providing, as part of the submis-
sion by the acquiring bank holding company
under this subpart, identifying and bio-
graphical information required in paragraph
(6)(A) of the Bank Control Act (12 U.S.C.
1817(j)(6)(A)), as well as any financial or
other information requested by the Reserve
Bank under §225.43.
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million, a list of and biographical in-
formation regarding any directors or
senior executive officers of the result-
ing bank holding company that are not
directors or senior executive officers of
the acquiring bank holding company or
of a company or institution to be ac-
quired;

(vii) For each insured depository in-
stitution whose Tier 1 capital, total
capital, total assets or risk-weighted
assets change as a result of the trans-
action, the total risk-weighted assets,
total assets, Tier 1 capital and total
capital of the institution on a pro forma
basis; and

(viii) The market indexes for each
relevant banking market reflecting the
pro forma effect of the transaction.

(2) Waiver of unnecessary information.
The Reserve Bank may reduce the in-
formation requirements in paragraph
(a)(1)(v) through (viii) of this section as
appropriate.

(b)(1) Action on proposals under this
section. The Board or the appropriate
Reserve Bank shall act on a proposal
submitted under this section or notify
the bank holding company that the
transaction is subject to the procedure
in §225.15 within 5 business days after
the close of the public comment period.
The Board and the Reserve Bank shall
not approve any proposal under this
section prior to the third business day
following the close of the public com-
ment period, unless an emergency ex-
ists that requires expedited or imme-
diate action. The Board may extend
the period for action under this section
for up to 5 business days.

(2) Acceptance of notice in event expe-
dited procedure mnot available. In the
event that the Board or the Reserve
Bank determines after the filing of a
notice under this section that a bank
holding company may not use the pro-
cedure in this section and must file an
application under §225.15, the applica-
tion shall be deemed accepted for pur-
poses of §225.15 as of the date that the
notice was filed under this section.

(c) Criteria for use of expedited proce-
dure. The procedure in this section is
available only if:

(1) Well-capitalized organization—(i)
Bank holding company. Both at the
time of and immediately after the pro-
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posed transaction, the acquiring bank
holding company is well-capitalized;

(ii) Insured depository institutions.
Both at the time of and immediately
after the proposed transaction:

(A) The lead insured depository insti-
tution of the acquiring bank holding
company is well-capitalized;

(B) Well-capitalized insured deposi-
tory institutions control at least 80
percent of the total risk-weighted as-
sets of insured depository institutions
controlled by the acquiring bank hold-
ing company; and

(C) No insured depository institution
controlled by the acquiring bank hold-
ing company is undercapitalized;

(2) Well-managed organization. (i) Sat-
isfactory examination ratings. At the
time of the transaction, the acquiring
bank holding company, its lead insured
depository institution, and insured de-
pository institutions that control at
least 80 percent of the total risk-
weighted assets of insured depository
institutions controlled by the holding
company are well-managed;

(ii) No poorly managed institutions. No
insured depository institution con-
trolled by the acquiring bank holding
company has received 1 of the 2 lowest
composite ratings at the later of the
institution’s most recent examination
or subsequent review by the appro-
priate federal banking agency for the
institution;

(iii) Recently acquired institutions ex-
cluded. Any insured depository institu-
tion that has been acquired by the
bank holding company during the 12-
month period preceding the date on
which written notice is filed under
paragraph (a) of this section may be ex-
cluded for purposes of paragraph
(c)(2)(ii) of this section if :

(A) The bank holding company has
developed a plan acceptable to the ap-
propriate federal banking agency for
the institution to restore the capital
and management of the institution;
and

(B) All insured depository institu-
tions excluded under this paragraph
represent, in the aggregate, less than
10 percent of the aggregate total risk-
weighted assets of all insured deposi-
tory institutions controlled by the
bank holding company;
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(3) Convenience and mneeds criteria—(i)
Effect on the community. The record in-
dicates that the proposed transaction
would meet the convenience and needs
of the community standard in the BHC
Act; and

(ii) Established CRA performance
record. At the time of the transaction,
the lead insured depository institution
of the acquiring bank holding company
and insured depository institutions
that control at least 80 percent of the
total risk-weighted assets of insured
institutions controlled by the holding
company have received a satisfactory
or better composite rating at the most
recent examination under the Commu-
nity Reinvestment Act;

(4) Public comment. No comment that
is timely and substantive as provided
in §225.16 is received by the Board or
the appropriate Reserve Bank other
than a comment that supports ap-
proval of the proposal;

(5) Competitive criteria—(i) Competitive
screen. Without regard to any
divestitures proposed by the acquiring
bank holding company, the acquisition
does not cause:

(A) Insured depository institutions
controlled by the acquiring bank hold-
ing company to control in excess of 35
percent of market deposits in any rel-
evant banking market; or

(B) The Herfindahl-Hirschman index
to increase by more than 200 points in
any relevant banking market with a
post-acquisition index of at least 1800;
and

(i1) Department of Justice. The Depart-
ment of Justice has not indicated to
the Board that consummation of the
transaction is likely to have a signifi-
cantly adverse effect on competition in
any relevant banking market;

(6) Size of acquisition—@1) In general—
(A) Limited Growth. Except as provided
in paragraph (c)(6)(ii) of this section,
the sum of the aggregate risk-weighted
assets to be acquired in the proposal
and the aggregate risk- weighted assets
acquired by the acquiring bank holding
company in all other qualifying trans-
actions does not exceed 35 percent of
the consolidated risk-weighted assets
of the acquiring bank holding com-
pany. For purposes of this paragraph
other qualifying transactions means any
transaction approved under this sec-
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tion or §225.23 during the 12 months
prior to filing the notice under this
section; and

(B) Individual size limitation. The total
risk-weighted assets to be acquired do
not exceed $7.5 billion;

(ii) Small bank holding companies.
Paragraph (c)(6)(i)(A) of this section
shall not apply if, immediately fol-
lowing consummation of the proposed
transaction, the consolidated risk-
weighted assets of the acquiring bank
holding company are less than $300 mil-
lion;

() Supervisory actions. During the 12-
month period ending on the date on
which the bank holding company pro-
poses to consummate the proposed
transaction, no formal administrative
order, including a written agreement,
cease and desist order, capital direc-
tive, prompt corrective action direc-
tive, asset maintenance agreement, or
other formal enforcement action, is or
was outstanding against the bank hold-
ing company or any insured depository
institution subsidiary of the holding
company, and no formal administrative
enforcement proceeding involving any
such enforcement action, order, or di-
rective is or was pending;

(8) Interstate acquisitions. Board-ap-
proval of the transaction is not prohib-
ited under section 3(d) of the BHC Act;

(9) Other supervisory considerations.
Board approval of the transaction is
not prohibited under the informational
sufficiency or comprehensive home
country supervision standards set forth
in section 3(c)(3) of the BHC Act; and

(10) Notification. The acquiring bank
holding company has not been notified
by the Board, in its discretion, prior to
the expiration of the period in para-
graph (b)(1) of this section that an ap-
plication under §225.15 is required in
order to permit closer review of any fi-
nancial, managerial, competitive, con-
venience and needs or other matter re-
lated to the factors that must be con-
sidered under this part.

(d) Comment by primary banking super-
visor—(1) Notice. Upon receipt of a no-
tice under this section, the appropriate
Reserve Bank shall promptly furnish
notice of the proposal and a copy of the
information filed pursuant to para-
graph (a) of this section to the primary
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banking supervisor of the insured de-
pository institutions to be acquired.

(2) Comment period. The primary
banking supervisor shall have 30 cal-
endar days (or such shorter time as
agreed to by the primary banking su-
pervisor) from the date of the letter
giving notice in which to submit its
views and recommendations to the
Board.

(3) Action subject to supervisor’s com-
ment. Action by the Board or the Re-
serve Bank on a proposal under this
section is subject to the condition that
the primary banking supervisor not
recommend in writing to the Board dis-
approval of the proposal prior to the
expiration of the comment period de-
scribed in paragraph (d)(2) of this sec-
tion. In such event, any approval given
under this section shall be revoked
and, if required by section 3(b) of the
BHC Act, the Board shall order a hear-
ing on the proposal.

4) Emergencies. Notwithstanding
paragraphs (d)(2) and (d)(3) of this sec-
tion, the Board may provide the pri-
mary banking supervisor with 10 cal-
endar days’ notice of a proposal under
this section if the Board finds that an
emergency exists requiring expeditious
action, and may act during the notice
period or without providing notice to
the primary banking supervisor if the
Board finds that it must act imme-
diately to prevent probable failure.

(5) Primary banking supervisor. For
purposes of this section and §225.15(b),
the primary banking supervisor for an in-
stitution is:

(i) The Office of the Comptroller of
the Currency, in the case of a national
banking association or District bank;

(ii) The appropriate supervisory au-
thority for the State in which the bank
is chartered, in the case of a State
bank;

(iii) The Director of the Office of
Thrift Supervision, in the case of a sav-
ings association.

(e) Branches and agencies of foreign
banking organications. For purposes of
this section, a U.S. branch or agency of
a foreign banking organization shall be
considered to be an insured depository
institution. A U.S. branch or agency of
a foreign banking organization shall be
subject to paragraph (c)(3)(ii) of this
section only to the extent it is insured
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by the Federal Deposit Insurance Cor-
poration in accordance with section 6
of the International Banking Act of
1978 (12 U.S.C. 3104).

§225.15 Procedures for other bank ac-
quisition proposals.

(a) Filing application. Except as pro-
vided in §225.14, an application for the
Board’s prior approval under this sub-
part shall be governed by the provi-
sions of this section and shall be filed
with the appropriate Reserve Bank on
the designated form.

(b) Notice to primary banking super-
visor. Upon receipt of an application
under this subpart, the Reserve Bank
shall promptly furnish notice and a
copy of the application to the primary
banking supervisor of each bank to be
acquired. The primary supervisor shall
have 30 calendar days from the date of
the letter giving notice in which to
submit its views and recommendations
to the Board.

(c) Accepting application for processing.
Within 7 calendar days after the Re-
serve Bank receives an application
under this section, the Reserve Bank
shall accept it for processing as of the
date the application was filed or return
the application if it is substantially in-
complete. Upon accepting an applica-
tion, the Reserve Bank shall imme-
diately send copies to the Board. The
Reserve Bank or the Board may re-
quest additional information necessary
to complete the record of an applica-
tion at any time after accepting the
application for processing.

(d) Action on applications—(1) Action
under delegated authority. The Reserve
Bank shall approve an application
under this section within 30 calendar
days after the acceptance date for the
application, unless the Reserve Bank,
upon notice to the applicant, refers the
application to the Board for decision
because action under delegated author-
ity is not appropriate.

(2) Board action. The Board shall act
on an application under this subpart
that is referred to it for decision within
60 calendar days after the acceptance
date for the application, unless the
Board notifies the applicant that the
60-day period is being extended for a
specified period and states the reasons
for the extension. In no event may the
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extension exceed the 91-day period pro-
vided in §225.16(f). The Board may, at
any time, request additional informa-
tion that it believes is necessary for its
decision.

§225.16 Public notice, comments, hear-
ings, and other provisions gov-
erning applications and notices.

(a) In general. The provisions of this
section apply to all notices and appli-
cations filed under §225.14 and §225.15.

(b) Public notice—(1) Newspaper publi-
cation—(i) Location of publication. In
the case of each notice or application
submitted under §225.14 or §225.15, the
applicant shall publish a notice in a
newspaper of general circulation, in
the form and at the locations specified
in §262.3 of the Rules of Procedure (12
CFR 262.3);

(ii) Contents of notice. A newspaper
notice under this paragraph shall pro-
vide an opportunity for interested per-
sons to comment on the proposal for a
period of at least 30 calendar days;

(iii) Timing of publication. BEach news-
paper notice published in connection
with a proposal under this paragraph
shall be published no more than 15 cal-
endar days before and no later than 7
calendar days following the date that a
notice or application is filed with the
appropriate Reserve Bank.

(2) FEDERAL REGISTER notice. (i) Pub-
lication by Board. Upon receipt of a no-
tice or application under §225.14 or
§225.15, the Board shall promptly pub-
lish notice of the proposal in the FED-
ERAL REGISTER and shall provide an op-
portunity for interested persons to
comment on the proposal for a period
of no more than 30 days;

(ii) Request for advance publication. A
bank holding company may request
that, during the 15-day period prior to
filing a notice or application under
§225.14 or §225.15, the Board publish no-
tice of a proposal in the FEDERAL REG-
ISTER. A request for advance FEDERAL
REGISTER publication shall be made in
writing to the appropriate Reserve
Bank and shall contain the identifying
information prescribed by the Board
for FEDERAL REGISTER publication;

(3) Waiver or shortening of notice. The
Board may waive or shorten the re-
quired notice periods under this section
if the Board determines that an emer-
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gency exists requiring expeditious ac-
tion on the proposal, or if the Board
finds that immediate action is nec-
essary to prevent the probable failure
of an insured depository institution.

(c) Public comment—(1) Timely com-
ments. Interested persons may submit
information and comments regarding a
proposal filed under this subpart. A
comment shall be considered timely for
purposes of this subpart if the com-
ment, together with all supplemental
information, is submitted in writing in
accordance with the Board’s Rules of
Procedure and received by the Board or
the appropriate Reserve Bank prior to
the expiration of the latest public com-
ment period provided in paragraph (b)
of this section.

(2) Extension of comment period—@i) In
general. The Board may, in its discre-
tion, extend the public comment period
regarding any ©proposal submitted
under this subpart.

(ii) Requests in connection with obtain-
ing application or motice. In the event
that an interested person has requested
a copy of a notice or application sub-
mitted under this subpart, the Board
may, in its discretion and based on the
facts and circumstances, grant such
person an extension of the comment
period for up to 15 calendar days.

(iii) Joint requests by interested person
and acquiring company. The Board will
grant a joint request by an interested
person and the acquiring bank holding
company for an extension of the com-
ment period for a reasonable period for
a purpose related to the statutory fac-
tors the Board must consider under
this subpart.

(3) Substantive comment. A comment
will be considered substantive for pur-
poses of this subpart unless it involves
individual complaints, or raises frivo-
lous, previously-considered or wholly
unsubstantiated claims or irrelevant
issues.

(d) Notice to Attorney General. The
Board or Reserve Bank shall imme-
diately notify the United States Attor-
ney General of approval of any notice
or application under §225.14 or §225.15.

(e) Hearings. As provided in section
3(b) of the BHC Act, the Board shall
order a hearing on any application or
notice under §225.15 if the Board re-
ceives from the primary supervisor of
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the bank to be acquired, within the 30-
day period specified in §225.15(b), a
written recommendation of disapproval
of an application. The Board may order
a formal or informal hearing or other
proceeding on the application or no-
tice, as provided in §262.3(1)(2) of the
Board’s Rules of Procedure. Any re-
quest for a hearing (other than from
the primary supervisor) shall comply
with §262.3(e) of the Rules of Procedure
(12 CFR 262.3(e)).

(f) Approval through failure to act—(1)
Ninety-one day rule. An application or
notice under §225.14 or §225.15 shall be
deemed approved if the Board fails to
act on the application or notice within
91 calendar days after the date of sub-
mission to the Board of the complete
record on the application. For this pur-
pose, the Board acts when it issues an
order stating that the Board has ap-
proved or denied the application or no-
tice, reflecting the votes of the mem-
bers of the Board, and indicating that a
statement of the reasons for the deci-
sion will follow promptly.

(2) Complete record. For the purpose of
computing the commencement of the
91-day period, the record is complete on
the latest of:

(i) The date of receipt by the Board of
an application or notice that has been
accepted by the Reserve Bank;

(ii) The last day provided in any no-
tice for receipt of comments and hear-
ing requests on the application or no-
tice;

(iii) The date of receipt by the Board
of the last relevant material regarding
the application or notice that is needed
for the Board’s decision, if the material
is received from a source outside of the
Federal Reserve System; or

(iv) The date of completion of any
hearing or other proceeding.

(g) Exceptions to notice and hearing re-
quirements—(1) Probable bank failure. If
the Board finds it must act imme-
diately on an application or notice in
order to prevent the probable failure of
a bank or bank holding company, the
Board may modify or dispense with the
notice and hearing requirements of this
section.

(2) Emergency. If the Board finds that,
although immediate action on an ap-
plication or notice is not necessary, an
emergency exists requiring expeditious
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action, the Board shall provide the pri-
mary supervisor 10 days to submit its
recommendation. The Board may act
on such an application or notice with-
out a hearing and may modify or dis-
pense with the other notice and hear-
ing requirements of this section.

(h) Waiting period. A transaction ap-
proved under §225.14 or §225.15 shall not
be consummated until 30 days after the
date of approval of the application, ex-
cept that a transaction may be con-
summated:

(1) Immediately upon approval, if the
Board has determined under paragraph
(g) of this section that the application
or notice involves a probable bank fail-
ure;

(2) On or after the 5th calendar day
following the date of approval, if the
Board has determined under paragraph
(g) of this section that an emergency
exists requiring expeditious action; or

(3) On or after the 15th calendar day
following the date of approval, if the
Board has not received any adverse
comments from the United States At-
torney General relating to the com-
petitive factors and the Attorney Gen-
eral has consented to the shorter wait-
ing period.

§225.17 Notice procedure for one-bank
holding company formations.

(a) Transactions that qualify under this
section. An acquisition by a company of
control of a bank may be consummated
30 days after providing notice to the
appropriate Reserve Bank in accord-
ance with paragraph (b) of this section,
provided that all of the following con-
ditions are met:

(1) The shareholder or shareholders
who control at least 67 percent of the
shares of the bank will control, imme-
diately after the reorganization, at
least 67 percent of the shares of the
holding company in substantially the
same proportion, except for changes in
shareholders’ interests resulting from
the exercise of dissenting shareholders’
rights under state or federal law;3

3 A shareholder of a bank in reorganization

will be considered to have the same propor-
tional interest in the holding company if the
shareholder interest increases, on a pro rata
basis, as a result of either the redemption of
shares from dissenting shareholders by the

Continued
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(2) No shareholder, or group of share-
holders acting in concert, will, fol-
lowing the reorganization, own or con-
trol 10 percent or more of any class of
voting shares of the bank holding com-
pany, unless that shareholder or group
of shareholders was authorized, after
review under the Change in Bank Con-
trol Act of 1978 (12 U.S.C. 1817(j)) by the
appropriate federal banking agency for
the bank, to own or control 10 percent
or more of any class of voting shares of
the bank;+4

(3) The bank is adequately capital-
ized (as defined in section 38 of the Fed-
eral Deposit Insurance Act (12 U.S.C.
18310));

(4) The bank received at least a com-
posite “‘satisfactory’ rating at its most
recent examination, in the event that
the bank was examined;

(5) At the time of the reorganization,
neither the bank nor any of its officers,
directors, or principal shareholders is
involved in any unresolved supervisory
or enforcement matters with any ap-
propriate federal banking agency;

(6) The company demonstrates that
any debt that it incurs at the time of
the reorganization, and the proposed
means of retiring this debt, will not
place undue burden on the holding
company or its subsidiary on a pro
forma basis;?®

(7) The holding company will not, as
a result of the reorganization, acquire
control of any additional bank or en-
gage in any activities other than those
of managing and controlling banks;
and

bank or bank holding company, or the acqui-
sition of shares of dissenting shareholders by
the remaining shareholders.

4This procedure is not available in cases in
which the exercise of dissenting share-
holders’ rights would cause a company that
is not a bank holding company (other than
the company in formation) to be required to
register as a bank holding company. This
procedure also is not available for the forma-
tion of a bank holding company organized in
mutual form.

5For a banking organization with consoli-
dated assets, on a pro forma basis, of less than
$150 million (other than a banking organiza-
tion that will control a de novo bank), this
requirement is satisfied if the proposal com-
plies with the Board’s policy statement on
small bank holding companies (Appendix C
of this part).
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(8) During this period, neither the ap-
propriate Reserve Bank nor the Board
objected to the proposal or required the
filing of an application under §225.15 of
this subpart.

(b) Contents of motice. A notice filed
under this paragraph shall include:

(1) Certification by the notificant’s
board of directors that the require-
ments of 12 U.S.C. 1842(a)(C) and this
section are met by the proposal;

(2) A list identifying all principal
shareholders of the bank prior to the
reorganization and of the holding com-
pany following the reorganization, and
specifying the percentage of shares
held by each principal shareholder in
the bank and proposed to be held in the
new holding company;

(3) A description of the resulting
management of the proposed bank
holding company and its subsidiary
bank, including:

(i) Biographical information regard-
ing any senior officers and directors of
the resulting bank holding company
who were not senior officers or direc-
tors of the bank prior to the reorga-
nization; and

(ii) A detailed history of the involve-
ment of any officer, director, or prin-
cipal shareholder of the resulting bank
holding company in any administrative
or criminal proceeding; and

(4) Pro forma financial statements for
the holding company, and a description
of the amount, source, and terms of
debt, if any, that the bank holding
company proposes to incur, and infor-
mation regarding the sources and tim-
ing for debt service and retirement.

(c) Acknowledgment of notice. Within 7
calendar days following receipt of a no-
tice under this section, the Reserve
Bank shall provide the notificant with
a written acknowledgment of receipt of
the notice. This written acknowledg-
ment shall indicate that the trans-
action described in the notice may be
consummated on the 30th calendar day
after the date of receipt of the notice if
the Reserve Bank or the Board has not
objected to the proposal during that
time.

(d) Application required upon objection.
The Reserve Bank or the Board may
object to a proposal during the notice
period by providing the bank holding
company with a written explanation of
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the reasons for the objection. In such
case, the bank holding company may
file an application for prior approval of
the proposal pursuant to §225.15 of this
subpart.

Subpart C—Nonbanking Activities
and Acquisitions by Bank
Holding Companies

SOURCE: Reg. Y, 62 FR 9329, Feb. 28, 1997,
unless otherwise noted.

§225.21 Prohibited nonbanking activi-
ties and acquisitions; exempt bank
holding companies.

(a) Prohibited nonbanking activities
and acquisitions. Except as provided in
§225.22 of this subpart, a bank holding
company or a subsidiary may not en-
gage in, or acquire or control, directly
or indirectly, voting securities or as-
sets of a company engaged in, any ac-
tivity other than:

(1) Banking or managing or control-
ling banks and other subsidiaries au-
thorized under the BHC Act; and

(2) An activity that the Board deter-
mines to be so closely related to bank-
ing, or managing or controlling banks
as to be a proper incident thereto, in-
cluding any incidental activities that
are necessary to carry on such an ac-
tivity, if the bank holding company
has obtained the prior approval of the
Board for that activity in accordance
with the requirements of this regula-
tion.

(b) Exempt bank holding companies.
The following bank holding companies
are exempt from the provisions of this
subpart:

(1) Family-owned companies. Any com-
pany that is a ‘‘company covered in
1970 (as defined in section 2(b) of the
BHC Act), more than 85 percent of the
voting securities of which was collec-
tively owned on June 30, 1968, and con-
tinuously thereafter, by members of
the same family (or their spouses) who
are lineal descendants of common an-
cestors.

(2) Labor, agricultural, and horti-
cultural organizations. Any company
that was on January 4, 1977, both a
bank holding company and a labor, ag-
ricultural, or horticultural organiza-
tion exempt from taxation under sec-
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tion 501 of the Internal Revenue Code
(26 U.S.C. 501(c)).

(3) Companies granted hardship exemp-
tion. Any bank holding company that
has controlled only one bank since be-
fore July 1, 1968, and that has been
granted an exemption by the Board
under section 4(d) of the BHC Act, sub-
ject to any conditions imposed by the
Board.

(4) Companies granted exemption on
other grounds. Any company that ac-
quired control of a bank before Decem-
ber 10, 1982, without the Board’s prior
approval under section 3 of the BHC
Act, on the basis of a narrow interpre-
tation of the term demand deposit or
commercial loan, if the Board has deter-
mined that:

(i) Coverage of the company as a
bank holding company under this sub-
part would be unfair or represent an
unreasonable hardship; and

(ii) Exclusion of the company from
coverage under this part is consistent
with the purposes of the BHC Act and
section 106 of the Bank Holding Com-
pany Act Amendments of 1970 (12
U.S.C. 1971, 1972(1)). The provisions of
§225.4 of subpart A of this part do not
apply to a company exempt under this
paragraph.

§225.22 Exempt nonbanking activities
and acquisitions.

(a) Certain de novo activities. A bank
holding company may, either directly
or indirectly, engage de novo in any
nonbanking activity listed in §225.28(b)
(other than operation of an insured de-
pository institution) without obtaining
the Board’s prior approval if the bank
holding company:

(1) Meets the requirements of para-
graphs (¢) (1), (2), and (6) of §225.23;

(2) Conducts the activity in compli-
ance with all Board orders and regula-
tions governing the activity; and

(3) Within 10 business days after com-
mencing the activity, provides written
notice to the appropriate Reserve Bank
describing the activity, identifying the
company or companies engaged in the
activity, and certifying that the activ-
ity will be conducted in accordance
with the Board’s orders and regulations
and that the bank holding company
meets the requirements of paragraphs
(c) (1), (2), and (6) of §225.23.
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(b) Servicing activities. A bank holding
company may, without the Board’s
prior approval under this subpart, fur-
nish services to or perform services for,
or establish or acquire a company that
engages solely in servicing activities
for:

(1) The bank holding company or its
subsidiaries in connection with their
activities as authorized by law, includ-
ing services that are necessary to ful-
fill commitments entered into by the
subsidiaries with third parties, if the
bank holding company or servicing
company complies with the Board’s
published interpretations and does not
act as principal in dealing with third
parties; and

(2) The internal operations of the
bank holding company or its subsidi-
aries. Services for the internal oper-
ations of the bank holding company or
its subsidiaries include, but are not
limited to:

(i) Accounting, auditing, and apprais-
1ng;

(ii) Advertising and public relations;

(iii) Data processing and data trans-
mission services, data bases, or facili-
ties;

(iv) Personnel services;

(v) Courier services;

(vi) Holding or operating property
used wholly or substantially by a sub-
sidiary in its operations or for its fu-
ture use;

(vii) Liquidating property acquired
from a subsidiary;

(viii) Liquidating property acquired
from any sources either prior to May 9,
1956, or the date on which the company
became a bank holding company,
whichever is later; and

(ix) Selling, purchasing, or under-
writing insurance, such as blanket
bond insurance, group insurance for
employees, and property and casualty
insurance.

(c) Safe deposit business. A bank hold-
ing company or nonbank subsidiary
may, without the Board’s prior ap-
proval, conduct a safe deposit business,
or acquire voting securities of a com-
pany that conducts such a business.

(d) Nonbanking acquisitions not requir-
ing prior Board approval. The Board’s
prior approval is not required under
this subpart for the following acquisi-
tions:
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(1) DPC acquisitions. (i) Voting securi-
ties or assets, acquired by foreclosure
or otherwise, in the ordinary course of
collecting a debt previously contracted
(DPC property) in good faith, if the
DPC property is divested within two
years of acquisition.

(ii) The Board may, upon request, ex-
tend this two-year period for up to
three additional years. The Board may
permit additional extensions for up to 5
years (for a total of 10 years), for
shares, real estate or other assets
where the holding company dem-
onstrates that each extension would
not be detrimental to the public inter-
est and either the bank holding com-
pany has made good faith attempts to
dispose of such shares, real estate or
other assets or disposal of the shares,
real estate or other assets during the
initial period would have been detri-
mental to the company.

(iii) Transfers of DPC property with-
in the bank holding company system
do not extend any period for divesti-
ture of the property.

(2) Securities or assets required to be di-
vested by subsidiary. Voting securities
or assets required to be divested by a
subsidiary at the request of an exam-
ining federal or state authority (except
by the Board under the BHC Act or this
regulation), if the bank holding com-
pany divests the securities or assets
within two years from the date ac-
quired from the subsidiary.

(3) Fiduciary investments. Voting secu-
rities or assets acquired by a bank or
other company (other than a trust that
is a company) in good faith in a fidu-
ciary capacity, if the voting securities
or assets are:

(i) Held in the ordinary course of
business; and

(ii) Not acquired for the benefit of
the company or its shareholders, em-
ployees, or subsidiaries.

(4) Securities eligible for investment by
national bank. Voting securities of the
kinds and amounts explicitly eligible
by federal statute (other than section 4
of the Bank Service Corporation Act,
12 U.S.C. 1864) for investment by a na-
tional bank, and voting securities ac-
quired prior to June 30, 1971, in reliance
on section 4(c)(5) of the BHC Act and
interpretations of the Comptroller of
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the Currency under section 5136 of the
Revised Statutes (12 U.S.C. 24(7)).

(5) Securities or property representing 5
percent or less of a company. Voting se-
curities of a company or property that,
in the aggregate, represent 5 percent or
less of the outstanding shares of any
class of voting securities of a company,
or that represent a 5 percent interest
or less in the property, subject to the
provisions of 12 CFR 225.137.

(6) Securities of investment company.
Voting securities of an investment
company that is solely engaged in in-
vesting in securities and that does not
own or control more than 5 percent of
the outstanding shares of any class of
voting securities of any company.

(T) Assets acquired in ordinary course of
business. Assets of a company acquired
in the ordinary course of business, sub-
ject to the provisions of 12 CFR 225.132,
if the assets relate to activities in
which the acquiring company has pre-
viously received Board approval under
this regulation to engage.

(8) Asset acquisitions by lending com-
pany or industrial bank. Assets of an of-
fice(s) of a company, all or substan-
tially all of which relate to making,
acquiring, or servicing loans if:

(i) The acquiring company has pre-
viously received Board approval under
this regulation or is not required to ob-
tain prior Board approval under this
regulation to engage in lending activi-
ties or industrial banking activities;

(ii) The assets acquired during any
12-month period do not represent more
than 50 percent of the risk-weighted as-
sets (on a consolidated basis) of the ac-
quiring lending company or industrial
bank, or more than $100 million, which-
ever amount is less;

(iii) The assets acquired do not rep-
resent more than 50 percent of the sell-
ing company’s consolidated assets that
are devoted to lending activities or in-
dustrial banking business;

(iv) The acquiring company notifies
the Reserve Bank of the acquisition
within 30 days after the acquisition;
and

(v) The acquiring company, after giv-
ing effect to the transaction, meets the
Board’s Capital Adequacy Guidelines
(Appendix A of this part), and the
Board has not previously notified the
acquiring company that it may not ac-
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quire assets under the exemption in
this paragraph.

(e) Acquisition of securities by sub-
sidiary banks—(1) National bank. A na-
tional bank or its subsidiary may,
without the Board’s approval under
this subpart, acquire or retain securi-
ties on the basis of section 4(c)(5) of the
BHC Act in accordance with the regu-
lations of the Comptroller of the Cur-
rency.

(2) State bank. A state-chartered bank
or its subsidiary may, insofar as fed-
eral law is concerned, and without the
Board’s prior approval under this sub-
part:

(i) Acquire or retain securities, on
the basis of section 4(c)(5) of the BHC
Act, of the kinds and amounts explic-
itly eligible by federal statute for in-
vestment by a national bank; or

(ii) Acquire or retain all (but, except
for directors’ qualifying shares, not
less than all) of the securities of a com-
pany that engages solely in activities
in which the parent bank may engage,
at locations at which the bank may en-
gage in the activity, and subject to the
same limitations as if the bank were
engaging in the activity directly.

(f) Activities and securities of new bank
holding companies. A company that be-
comes a bank holding company may,
for a period of two years, engage in
nonbanking activities and control vot-
ing securities or assets of a nonbank
subsidiary, if the bank holding com-
pany engaged in such activities or con-
trolled such voting securities or assets
on the date it became a bank holding
company. The Board may grant re-
quests for up to three one-year exten-
sions of the two-year period.

(g8) Grandfathered activities and securi-
ties. Unless the Board orders divesti-
ture or termination under section
4(a)(2) of the BHC Act, a ‘‘company
covered in 1970,” as defined in section
2(b) of the BHC Act, may:

(1) Retain voting securities or assets
and engage in activities that it has
lawfully held or engaged in continu-
ously since June 30, 1968; and

(2) Acquire voting securities of any
newly formed company to engage in
such activities.

(h) Securities or activities exempt under
Regulation K. A bank holding company
may acquire voting securities or assets
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and engage in activities as authorized
in Regulation K (12 CFR part 211).

§225.23 Expedited action for certain
nonbanking proposals by well-run
bank holding companies.

(a) Filing of notice—(1) Information re-
quired. A bank holding company that
meets the requirements of paragraph
(c) of this section may satisfy the no-
tice requirement of this subpart in con-
nection with the acquisition of voting
securities or assets of a company en-
gaged in nonbanking activities that
the Board has permitted by order or
regulation (other than an insured de-
pository institution),! or a proposal to
engage de novo, either directly or indi-
rectly, in a nonbanking activity that
the Board has permitted by order or by
regulation, by providing the appro-
priate Reserve Bank with a written no-
tice containing the following:

(i) A certification that all of the cri-
teria in paragraph (c) of this section
are met;

(ii) A description of the transaction
that includes identification of the com-
panies involved in the transaction, the
activities to be conducted, and a com-
mitment to conduct the proposed ac-
tivities in conformity with the Board’s
regulations and orders governing the
conduct of the proposed activity;

(iii) If the proposal involves an acqui-
sition of a going concern:

(A) If the bank holding company has
consolidated assets of $150 million or
more, an abbreviated consolidated pro
forma balance sheet for the acquiring
bank holding company as of the most
recent quarter showing credit and debit
adjustments that reflect the proposed
transaction, consolidated pro forma
risk-based capital ratios for the acquir-
ing bank holding company as of the
most recent quarter, a description of
the purchase price and the terms and
sources of funding for the transaction,

1A bank holding company may acquire
voting securities or assets of a savings asso-
ciation or other insured depository institu-
tion that is not a bank by using the proce-
dures in §225.14 of subpart B if the bank hold-
ing company and the proposal qualify under
that section as if the savings association or
other institution were a bank for purposes of
that section.
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and the total revenue and net income
of the company to be acquired;

(B) If the bank holding company has
consolidated assets of less than $150
million, a pro forma parent-only bal-
ance sheet as of the most recent quar-
ter showing credit and debit adjust-
ments that reflect the proposed trans-
action, a description of the purchase
price and the terms and sources of
funding for the transaction and the
sources and schedule for retiring any
debt incurred in the transaction, and
the total assets, off-balance sheet
items, revenue and net income of the
company to be acquired;

(C) For each insured depository insti-
tution whose Tier 1 capital, total cap-
ital, total assets or risk-weighted as-
sets change as a result of the trans-
action, the total risk-weighted assets,
total assets, Tier 1 capital and total
capital of the institution on a pro forma
basis;

(iv) Identification of the geographic
markets in which competition would be
affected by the proposal, a description
of the effect of the proposal on com-
petition in the relevant markets, a list
of the major competitors in that mar-
ket in the proposed activity if the af-
fected market is local in nature, and, if
requested, the market indexes for the
relevant market; and

(v) A description of the public bene-
fits that can reasonably be expected to
result from the transaction.

(2) Waiver of unnecessary information.
The Reserve Bank may reduce the in-
formation requirements in paragraphs
(a)(1) (iii) and (iv) of this section as ap-
propriate.

(b)(1) Action on proposals under this
section. The Board or the appropriate
Reserve Bank shall act on a proposal
submitted under this section, or notify
the bank holding company that the
transaction is subject to the procedure
in §225.24, within 12 business days fol-
lowing the filing of all of the informa-
tion required in paragraph (a) of this
section.

(2) Acceptance of mnotice if expedited
procedure not available. If the Board or
the Reserve Bank determines, after the
filing of a notice under this section,
that a bank holding company may not
use the procedure in this section and
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must file a notice under §225.24, the no-
tice shall be deemed accepted for pur-
poses of §225.24 as of the date that the
notice was filed under this section.

(c) Criteria for use of expedited proce-
dure. The procedure in this section is
available only if:

(1) Well-capitaliced organization—(i)
Bank holding company. Both at the
time of and immediately after the pro-
posed transaction, the acquiring bank
holding company is well-capitalized;

(ii) Insured depository institutions.
Both at the time of and immediately
after the transaction:

(A) The lead insured depository insti-
tution of the acquiring bank holding
company is well-capitalized;

(B) Well-capitalized insured deposi-
tory institutions control at least 80
percent of the total risk-weighted as-
sets of insured depository institutions
controlled by the acquiring bank hold-
ing company; and

(C) No insured depository institution
controlled by the acquiring bank hold-
ing company is undercapitalized;

(2) Well-managed organization—@1) Sat-
isfactory examination ratings. At the
time of the transaction, the acquiring
bank holding company, its lead insured
depository institution, and insured de-
pository institutions that control at
least 80 percent of the total risk-
weighted assets of insured depository
institutions controlled by such holding
company are well-managed;

(i1) No poorly managed institutions. No
insured depository institution con-
trolled by the acquiring bank holding
company has received 1 of the 2 lowest
composite ratings at the later of the
institution’s most recent examination
or subsequent review by the appro-
priate federal banking agency for the
institution.

(iii) Recently acquired institutions ex-
cluded. Any insured depository institu-
tion that has been acquired by the
bank holding company during the 12-
month period preceding the date on
which written notice is filed under
paragraph (a) of this section may be ex-
cluded for purposes of paragraph
(c)(2)(ii) of this section if:

(A) The bank holding company has
developed a plan acceptable to the ap-
propriate federal banking agency for
the institution to restore the capital
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and management of the institution;
and

(B) All insured depository institu-
tions excluded under this paragraph
represent, in the aggregate, less than
10 percent of the aggregate total risk-
weighted assets of all insured deposi-
tory institutions controlled by the
bank holding company;

(3) Permissible activity. (i) The Board
has determined by regulation or order
that each activity proposed to be con-
ducted is so closely related to banking,
or managing or controlling banks, as
to be a proper incident thereto; and

(ii) The Board has not indicated that
proposals to engage in the activity are
subject to the notice procedure pro-
vided in §225.24;

(4) Competitive criteria—(i) Competitive
screen. In the case of the acquisition of
a going concern, the acquisition, with-
out regard to any divestitures proposed
by the acquiring bank holding com-
pany, does not cause:

(A) The acquiring bank holding com-
pany to control in excess of 35 percent
of the market share in any relevant
market; or

(B) The Herfindahl-Hirschman index
to increase by more than 200 points in
any relevant market with a post-acqui-
sition index of at least 1800; and

(ii) Other competitive factors. The
Board has not indicated that the trans-
action is subject to close scrutiny on
competitive grounds;

(5) Sicze of acquisition—(i) In general—
(A) Limited growth. Except as provided
in paragraph (c)(5)(ii) of this section,
the sum of aggregate risk-weighted as-
sets to be acquired in the proposal and
the aggregate risk-weighted assets ac-
quired by the acquiring bank holding
company in all other qualifying trans-
actions does not exceed 35 percent of
the consolidated risk-weighted assets
of the acquiring bank holding com-
pany. For purposes of this paragraph,
“other qualifying transactions’ means
any transaction approved under this
section or §225.14 during the 12 months
prior to filing the notice under this
section;

(B) Consideration paid. The gross con-
sideration to be paid by the acquiring
bank holding company in the proposal
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does not exceed 15 percent of the con-
solidated Tier 1 capital of the acquir-
ing bank holding company; and

(C) Individual size limitation. The total
risk-weighted assets to be acquired do
not exceed $7.5 billion;

(ii) Small bank holding companies.
Paragraph (c)(5)(i)(A) of this section
shall not apply if, immediately fol-
lowing consummation of the proposed
transaction, the consolidated risk-
weighted assets of the acquiring bank
holding company are less than $300 mil-
lion;

(6) Supervisory actions. During the 12-
month period ending on the date on
which the bank holding company pro-
poses to consummate the proposed
transaction, no formal administrative
order, including a written agreement,
cease and desist order, capital direc-
tive, prompt corrective action direc-
tive, asset maintenance agreement, or
other formal enforcement order is or
was outstanding against the bank hold-
ing company or any insured depository
institution subsidiary of the holding
company, and no formal administrative
enforcement proceeding involving any
such enforcement action, order, or di-
rective is or was pending; and

() Notification. The bank holding
company has not been notified by the
Board, in its discretion, prior to the ex-
piration of the period in paragraph (b)
of this section that a notice under
§225.24 is required in order to permit
closer review of any potential adverse
effect or other matter related to the
factors that must be considered under
this part.

(d) Branches and agencies of foreign
banking organizations. For purposes of
this section, a U.S. branch or agency of
a foreign banking organization shall be
considered to be an insured depository
institution.

§225.24 Procedures
banking proposals.

(a) Notice required for nonbanking ac-
tivities. Except as provided in §225.22
and §225.23, a notice for the Board’s
prior approval under §225.21(a) to en-
gage in or acquire a company engaged
in a nonbanking activity shall be filed
by a bank holding company (including
a company seeking to become a bank
holding company) with the appropriate

for other non-
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Reserve Bank in accordance with this
section and the Board’s Rules of Proce-
dure (12 CFR 262.3).

(1) Engaging de novo in listed activities.
A bank holding company seeking to
commence or to engage de novo, either
directly or through a subsidiary, in a
nonbanking activity listed in §225.28
shall file a notice containing a descrip-
tion of the activities to be conducted
and the identity of the company that
will conduct the activity.

(2) Acquiring company engaged in listed
activities. A bank holding company
seeking to acquire or control voting se-
curities or assets of a company engaged
in a nonbanking activity listed in
§225.28 shall file a notice containing
the following:

(i) A description of the proposal, in-
cluding a description of each proposed
activity, and the effect of the proposal
on competition among entities engag-
ing in each proposed activity in each
relevant market with relevant market
indexes;

(ii) The identity of any entity in-
volved in the proposal, and, if the
notificant proposes to conduct the ac-
tivity through an existing subsidiary, a
description of the existing activities of
the subsidiary;

(iii) A statement of the public bene-
fits that can reasonably be expected to
result from the proposal;

(iv) If the bank holding company has
consolidated assets of $150 million or
more:

(A) Parent company and consolidated
pro forma balance sheets for the acquir-
ing bank holding company as of the
most recent quarter showing credit and
debit adjustments that reflect the pro-
posed transaction;

(B) Consolidated pro forma risk-based
capital and leverage ratio calculations
for the acquiring bank holding com-
pany as of the most recent quarter; and

(C) A description of the purchase
price and the terms and sources of
funding for the transaction;

(v) If the bank holding company has
consolidated assets of less than $150
million:

(A) A pro forma parent-only balance
sheet as of the most recent quarter
showing credit and debit adjustments
that reflect the proposed transaction;
and
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(B) A description of the purchase
price and the terms and sources of
funding for the transaction and, if the
transaction is debt funded, one-year in-
come statement and cash flow projec-
tions for the parent company, and the
sources and schedule for retiring any
debt incurred in the transaction;

(vi) For each insured depository in-
stitution whose Tier 1 capital, total
capital, total assets or risk-weighted
assets change as a result of the trans-
action, the total risk-weighted assets,
total assets, Tier 1 capital and total
capital of the institution on a pro forma
basis; and

(vii) A description of the manage-
ment expertise, internal controls and
risk management systems that will be
utilized in the conduct of the proposed
activities; and

(viii) A copy of the purchase agree-
ments, and balance sheet and income
statements for the most recent quarter
and year-end for any company to be ac-
quired.

(b) Notice provided to Board. The Re-
serve Bank shall immediately send to
the Board a copy of any notice received
under paragraphs (a)(2) or (a)(3) of this
section.

(c) Notice to public—(1) Listed activities
and activities approved by order—(i) In a
case involving an activity listed in
§225.28 or previously approved by the
Board by order, the Reserve Bank shall
notify the Board for publication in the
FEDERAL REGISTER immediately upon
receipt by the Reserve Bank of:

(A) A notice under this section; or

(B) A written request that notice of a
proposal under this section or §225.23
be published in the FEDERAL REGISTER.
Such a request may request that FED-
ERAL REGISTER publication occur up to
15 calendar days prior to submission of
a notice under this subpart.

(ii) The FEDERAL REGISTER notice
published under this paragraph shall
invite public comment on the proposal,
generally for a period of 15 days.

(2) New activities—(1) In general. In the
case of a notice under this subpart in-
volving an activity that is not listed in
§225.28 and that has not been pre-
viously approved by the Board by
order, the Board shall send notice of
the proposal to the FEDERAL REGISTER
for publication, unless the Board deter-
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mines that the notificant has not dem-
onstrated that the activity is so close-
ly related to banking or to managing
or controlling banks as to be a proper
incident thereto. The FEDERAL REG-
ISTER notice shall invite public com-
ment on the proposal for a reasonable
period of time, generally for 30 days.

(ii) Time for publication. The Board
shall send the notice required under
this paragraph to the FEDERAL REG-
ISTER within 10 business days of accept-
ance by the Reserve Bank. The Board
may extend the 10-day period for an ad-
ditional 30 calendar days upon notice
to the notificant. In the event notice of
a proposal is not published for com-
ment, the Board shall inform the
notificant of the reasons for the deci-
sion.

(d) Action on notices—(1) Reserve Bank
action—({) In general. Within 30 cal-
endar days after receipt by the Reserve
Bank of a notice filed pursuant to para-
graphs (a)(1) or (a)(2) of this section,
the Reserve Banks shall:

(A) Approve the notice; or

(B) Refer the notice to the Board for
decision because action under dele-
gated authority is not appropriate.

(ii) Return of incomplete notice. Within
7 calendar days of receipt, the Reserve
Bank may return any notice as
informationally incomplete that does
not contain all of the information re-
quired by this subpart. The return of
such a notice shall be deemed action on
the notice.

(iii) Notice of action. The Reserve
Bank shall promptly notify the bank
holding company of any action or re-
ferral under this paragraph.

(iv) Close of public comment period.
The Reserve Bank shall not approve
any notice under this paragraph (d)(1)
of this section prior to the third busi-
ness day after the close of the public
comment period, unless an emergency
exists that requires expedited or imme-
diate action.

(2) Board action, internal schedule. The
Board seeks to act on every notice re-
ferred to it for decision within 60 days
of the date that the notice is filed with
the Reserve Bank. If the Board is un-
able to act within this period, the
Board shall notify the notificant and
explain the reasons and the date by
which the Board expects to act.
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(3)(1) Required time limit for System ac-
tion. The Board or the Reserve Bank
shall act on any notice under this sec-
tion within 60 days after the submis-
sion of a complete notice.

(ii) Extension of required period for ac-
tion (A) In general.—The Board may ex-
tend the 60-day period required for
Board action under paragraph (d)3)(i)
of this section for an additional 30 days
upon notice to the notificant.

(B) Unlisted activities. If a notice in-
volves a proposal to engage in an activ-
ity that is not listed in §225.28, the
Board may extend the period required
for Board action under paragraph
(d)(3)(1) of this section for an additional
90 days. This 90-day extension is in ad-
dition to the 30-day extension period
provided in paragraph (d)(3)(ii)(A) of
this section. The Board shall notify the
notificant that the notice period has
been extended and explain the reasons
for the extension.

(4) Requests for additional information.
The Board or the Reserve Bank may
modify the information requirements
under this section or at any time re-
quest any additional information that
either believes is needed for a decision
on any notice under this section.

(5) Tolling of period. The Board or the
Reserve Bank may at any time extend
or toll the time period for action on a
notice for any period with the consent
of the notificant.

[Reg. Y, 62 FR 9332, Feb. 28, 1997, as amended
at 62 FR 60640, Nov. 12, 1997; 656 FR 14438, Mar.
17, 2000]

§225.25 Hearings, alteration of activi-
ties, and other matters.

(a) Hearings—(1) Procedure to request
hearing. Any request for a hearing on a
notice under this subpart shall comply
with the provisions of 12 CFR 262.3(e).

(2) Determination to hold hearing. The
Board may order a formal or informal
hearing or other proceeding on a notice
as provided in 12 CFR 262.3(i)(2). The
Board shall order a hearing only if
there are disputed issues of material
fact that cannot be resolved in some
other manner.

(3) Extension of period for hearing. The
Board may extend the time for action
on any notice for such time as is rea-
sonably necessary to conduct a hearing
and evaluate the hearing record. Such
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extension shall not exceed 91 calendar
days after the date of submission to
the Board of the complete record on
the notice. The procedures for com-
putation of the 91-day rule as set forth
in §225.16(f) apply to notices under this
subpart that involve hearings.

(b) Approval through failure to act. (1)
Except as provided in paragraph (a) of
this section or §225.24(d)(b), a notice
under this subpart shall be deemed to
be approved at the conclusion of the
period that begins on the date the com-
plete notice is received by the Reserve
Bank or the Board and that ends 60 cal-
endar days plus any applicable exten-
sion and tolling period thereafter.

(2) Complete notice. For purposes of
paragraph (b)(1) of this section, a no-
tice shall be deemed complete at such
time as it contains all information re-
quired by this subpart and all other in-
formation requested by the Board or
the Reserve Bank.

(c) Notice to expand or alter non-
banking activities—(1) De mnovo exrpan-
sion. A notice under this subpart is re-
quired to open a new office or to form
a subsidiary to engage in, or to relo-
cate an existing office engaged in, a
nonbanking activity that the Board
has previously approved for the bank
holding company under this regulation,
only if:

(i) The Board’s prior approval was
limited geographically;

(ii) The activity is to be conducted in
a country outside of the United States
and the bank holding company has not
previously received prior Board ap-
proval under this regulation to engage
in the activity in that country; or

(iii) The Board or appropriate Re-
serve Bank has notified the company
that a notice under this subpart is re-
quired.

(2) Activities outside United States.
With respect to activities to be en-
gaged in outside the United States that
require approval under this subpart,
the procedures of this section apply
only to activities to be engaged in di-
rectly by a bank holding company that
is not a qualifying foreign banking or-
ganization, or by a nonbank subsidiary
of a bank holding company approved
under this subpart. Regulation K (12
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CFR part 211) governs other inter-
national operations of bank holding
companies.

(3) Alteration of monbanking activity.
Unless otherwise permitted by the
Board, a notice under this subpart is
required to alter a nonbanking activity
in any material respect from that con-
sidered by the Board in acting on the
application or notice to engage in the
activity.

(d) Emergency savings association ac-
quisitions. In the case of a notice to ac-
quire a savings association, the Board
may modify or dispense with the public
notice and hearing requirements of this
subpart if the Board finds that an
emergency exists that requires the
Board to act immediately and the pri-
mary federal regulator of the institu-
tion concurs.

[Reg. Y, 62 FR 9333, Feb. 28, 1997, as amended
by Reg. Y, 62 FR 60640, Nov. 12, 1997]

§225.26 Factors considered in acting
on nonbanking proposals.

(a) In general. In evaluating a notice
under §225.23 or §225.24, the Board shall
consider whether the notificant’s per-
formance of the activities can reason-
ably be expected to produce benefits to
the public (such as greater conven-
ience, increased competition, and gains
in efficiency) that outweigh possible
adverse effects (such as undue con-
centration of resources, decreased or
unfair competition, conflicts of inter-
est, and unsound banking practices).

(b) Financial and managerial resources.
Consideration of the factors in para-
graph (a) of this section includes an
evaluation of the financial and mana-
gerial resources of the notificant, in-
cluding its subsidiaries and any com-
pany to be acquired, the effect of the
proposed transaction on those re-
sources, and the management exper-
tise, internal control and risk-manage-
ment systems, and capital of the entity
conducting the activity.

(c) Competitive effect of de novo pro-
posals. Unless the record demonstrates
otherwise, the commencement or ex-
pansion of a nonbanking activity de
novo is presumed to result in benefits
to the public through increased com-
petition.

(d) Denial for lack of information. The
Board may deny any notice submitted
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under this subpart if the notificant ne-
glects, fails, or refuses to furnish all in-
formation required by the Board.

(e) Conditional approvals. The Board
may impose conditions on any ap-
proval, including conditions to address

permissibility, financial, managerial,
safety and soundness, competitive,
compliance, conflicts of interest, or

other concerns to ensure that approval
is consistent with the relevant statu-
tory factors and other provisions of the
BHC Act.

§225.27 Procedures for determining
scope of nonbanking activities.

(a) Advisory opinions regarding scope of
previously approved nonbanking activi-
ties—(1) Request for advisory opinion.
Any person may submit a request to
the Board for an advisory opinion re-
garding the scope of any permissible
nonbanking activity. The request shall
be submitted in writing to the Board
and shall identify the proposed param-
eters of the activity, or describe the
service or product that will be pro-
vided, and contain an explanation sup-
porting an interpretation regarding the
scope of the permissible nonbanking
activity.

(2) Response to request. The Board
shall provide an advisory opinion with-
in 45 days of receiving a written re-
quest under this paragraph.

(b) Procedure for comsideration of new
activities—(1) Initiation of proceeding.
The Board may, at any time, on its
own initiative or in response to a writ-
ten request from any person, initiate a
proceeding to determine whether any
activity is so closely related to bank-
ing or managing or controlling banks
as to be a proper incident thereto.

(2) Requests for determination. Any re-
quest for a Board determination that
an activity is so closely related to
banking or managing or controlling
banks as to be a proper incident there-
to, shall be submitted to the Board in
writing, and shall contain evidence
that the proposed activity is so closely
related to banking or managing or con-
trolling banks as to be a proper inci-
dent thereto.

(3) Publication. The Board shall pub-
lish in the FEDERAL REGISTER notice
that it is considering the permissibility
of a new activity and invite public
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comment for a period of at least 30 cal-
endar days. In the case of a request
submitted under paragraph (b) of this
section, the Board may determine not
to publish notice of the request if the
Board determines that the requester
has provided no reasonable basis for a
determination that the activity is so
closely related to banking, or man-
aging or controlling banks as to be a
proper incident thereto, and notifies
the requester of the determination.

(4) Comments and hearing requests.
Any comment and any request for a
hearing regarding a proposal under this
section shall comply with the provi-
sions of §262.3(e) of the Board’s Rules of
Procedure (12 CFR 262.3(e)).

§225.28 List of permissible
banking activities.

(a) Closely related monbanking activi-
ties. The activities listed in paragraph
(b) of this section are so closely related
to banking or managing or controlling
banks as to be a proper incident there-
to, and may be engaged in by a bank
holding company or its subsidiary in
accordance with the requirements of
this regulation.

(b) Activities determined by regulation
to be permissible—(1) Extending credit
and servicing loans. Making, acquiring,
brokering, or servicing loans or other
extensions of credit (including fac-
toring, issuing letters of credit and ac-
cepting drafts) for the company’s ac-
count or for the account of others.

(2) Activities related to extending credit.
Any activity usual in connection with
making, acquiring, brokering or serv-
icing loans or other extensions of cred-
it, as determined by the Board. The
Board has determined that the fol-
lowing activities are usual in connec-
tion with making, acquiring, brokering
or servicing loans or other extensions
of credit:

(i) Real estate and personal property
appraising. Performing appraisals of
real estate and tangible and intangible
personal property, including securities.

(ii) Arranging commercial real estate eq-
uity financing. Acting as intermediary
for the financing of commercial or in-
dustrial income-producing real estate
by arranging for the transfer of the
title, control, and risk of such a real
estate project to one or more investors,

non-
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if the bank holding company and its af-
filiates do not have an interest in, or
participate in managing or developing,
a real estate project for which it ar-
ranges equity financing, and do not
promote or sponsor the development of
the property.

(iii) Check-guaranty services. Author-
izing a subscribing merchant to accept
personal checks tendered by the mer-
chant’s customers in payment for
goods and services, and purchasing
from the merchant validly authorized
checks that are subsequently dishon-
ored.

(iv) Collection agency services. Col-
lecting overdue accounts receivable, ei-
ther retail or commercial.

(v) Credit bureau services. Maintaining
information related to the credit his-
tory of consumers and providing the in-
formation to a credit grantor who is
considering a borrower’s application
for credit or who has extended credit to
the borrower.

(vi) Asset management, servicing, and
collection activities. Engaging under con-
tract with a third party in asset man-
agement, servicing, and collection? of
assets of a type that an insured deposi-
tory institution may originate and
own, if the company does not engage in
real property management or real es-
tate brokerage services as part of these
services.

(vii) Acquiring debt in default. Acquir-
ing debt that is in default at the time
of acquisition, if the company:

(A) Divests shares or assets securing
debt in default that are not permissible
investments for bank holding compa-
nies, within the time period required
for divestiture of property acquired in
satisfaction of a debt previously con-
tracted under §225.12(b);3

(B) Stands only in the position of a
creditor and does not purchase equity
of obligors of debt in default (other

2 Asset management services include act-

ing as agent in the liquidation or sale of
loans and collateral for loans, including real
estate and other assets acquired through
foreclosure or in satisfaction of debts pre-
viously contracted.

3For this purpose, the divestiture period
for property begins on the date that the debt
is acquired, regardless of when legal title to
the property is acquired.
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than equity that may be collateral for
such debt); and

(C) Does not acquire debt in default
secured by shares of a bank or bank
holding company.

(viil) Real estate settlement servicing.
Providing real estate settlement serv-
ices.4

(3) Leasing personal or real property.
Leasing personal or real property or
acting as agent, broker, or adviser in
leasing such property if:

(i) The lease is on a nonoperating
basis;®

(ii) The initial term of the lease is at
least 90 days;

(iii) In the case of leases involving
real property:

(A) At the inception of the initial
lease, the effect of the transaction will
yield a return that will compensate the
lessor for not less than the lessor’s full
investment in the property plus the es-
timated total cost of financing the
property over the term of the lease
from rental payments, estimated tax
benefits, and the estimated residual
value of the property at the expiration
of the initial lease; and

(B) The estimated residual value of
property for purposes of paragraph
(b)(3)(iii)(A) of this section shall not
exceed 2b percent of the acquisition
cost of the property to the lessor.

4For purposes of this section, real estate
settlement services do not include providing
title insurance as principal, agent, or broker.

5The requirement that the lease be on a
nonoperating basis means that the bank
holding company may not, directly or indi-
rectly, engage in operating, servicing, main-
taining, or repairing leased property during
the lease term. For purposes of the leasing of
automobiles, the requirement that the lease
be on a nonoperating basis means that the
bank holding company may not, directly or
indirectly: (1) Provide servicing, repair, or
maintenance of the leased vehicle during the
lease term; (2) purchase parts and accessories
in bulk or for an individual vehicle after the
lessee has taken delivery of the vehicle; (3)
provide the loan of an automobile during
servicing of the leased vehicle; (4) purchase
insurance for the lessee; or (5) provide for the
renewal of the vehicle’s license merely as a
service to the lessee where the lessee could
renew the license without authorization
from the lessor. The bank holding company
may arrange for a third party to provide
these services or products.
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(4) Operating nonbank depository insti-
tutions—(@i) Industrial banking. Owning,
controlling, or operating an industrial
bank, Morris Plan bank, or industrial
loan company, so long as the institu-
tion is not a bank.

(i1) Operating savings association. Own-
ing, controlling, or operating a savings
association, if the savings association
engages only in deposit-taking activi-
ties, lending, and other activities that
are permissible for bank holding com-
panies under this subpart C.

(5) Trust company functions. Per-
forming functions or activities that
may be performed by a trust company
(including activities of a fiduciary,
agency, or custodial nature), in the
manner authorized by federal or state
law, so long as the company is not a
bank for purposes of section 2(c) of the
Bank Holding Company Act.

(6) Financial and investment advisory
activities. Acting as investment or fi-
nancial advisor to any person, includ-
ing (without, in any way, limiting the
foregoing):

(i) Serving as investment adviser (as
defined in section 2(a)(20) of the Invest-
ment Company Act of 1940, 15 U.S.C.
80a—2(a)(20)), to an investment company
registered under that act, including
sponsoring, organizing, and managing a
closed-end investment company;

(ii) Furnishing general economic in-
formation and advice, general eco-
nomic statistical forecasting services,
and industry studies;

(iii) Providing advice in connection
with mergers, acquisitions,
divestitures, investments, joint ven-
tures, leveraged buyouts, recapitaliza-
tions, capital structurings, financing
transactions and similar transactions,
and conducting financial feasibility
studies;®

(iv) Providing information, statis-
tical forecasting, and advice with re-
spect to any transaction in foreign ex-
change, swaps, and similar trans-
actions, commodities, and any forward
contract, option, future, option on a fu-
ture, and similar instruments;

6 Feasibility studies do not include assist-

ing management with the planning or mar-
keting for a given project or providing gen-
eral operational or management advice.
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(v) Providing educational courses,
and instructional materials to con-
sumers on individual financial manage-
ment matters; and

(vi) Providing tax-planning and tax-
preparation services to any person.

(7 Agency transactional services for
customer investments—(i) Securities bro-
kerage. Providing securities brokerage
services (including securities clearing
and/or securities execution services on
an exchange), whether alone or in com-
bination with investment advisory
services, and incidental activities (in-
cluding related securities credit activi-
ties and custodial services), if the secu-
rities brokerage services are restricted
to buying and selling securities solely
as agent for the account of customers
and do not include securities under-
writing or dealing.

(ii) Riskless principal transactions.
Buying and selling in the secondary
market all types of securities on the
order of customers as a ‘‘riskless prin-
cipal” to the extent of engaging in a
transaction in which the company,
after receiving an order to buy (or sell)
a security from a customer, purchases
(or sells) the security for its own ac-
count to offset a contemporaneous sale
to (or purchase from) the customer.
This does not include:

(A) Selling bank-ineligible securi-
ties? at the order of a customer that is
the issuer of the securities, or selling
bank-ineligible securities in any trans-
action where the company has a con-
tractual agreement to place the securi-
ties as agent of the issuer; or

(B) Acting as a riskless principal in
any transaction involving a bank-ineli-
gible security for which the company
or any of its affiliates acts as under-
writer (during the period of the under-
writing or for 30 days thereafter) or
dealer.8

7A bank-ineligible security is any security
that a State member bank is not permitted
to underwrite or deal in under 12 U.S.C. 24
and 335.

8 A company or its affiliates may not enter
quotes for specific bank-ineligible securities
in any dealer quotation system in connec-
tion with the company’s riskless principal
transactions; except that the company or its
affiliates may enter ‘bid” or ‘‘ask”
quotations, or publish ‘‘offering wanted’ or
“‘bid wanted” notices on trading systems
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(iii) Private placement services. Acting
as agent for the private placement of
securities in accordance with the re-
quirements of the Securities Act of 1933
(1933 Act) and the rules of the Securi-
ties and Exchange Commission, if the
company engaged in the activity does
not purchase or repurchase for its own
account the securities being placed, or
hold in inventory unsold portions of
issues of these securities.

(iv) Futures commission merchant. Act-
ing as a futures commission merchant
(FCM) for unaffiliated persons in the
execution, clearance, or execution and
clearance of any futures contract and
option on a futures contract traded on
an exchange in the United States or
abroad if:

(A) The activity is conducted
through a separately incorporated sub-
sidiary of the bank holding company,
which may engage in activities other
than FCM activities (including, but not
limited to, permissible advisory and
trading activities); and

(B) The parent bank holding com-
pany does not provide a guarantee or
otherwise become liable to the ex-
change or clearing association other
than for those trades conducted by the
subsidiary for its own account or for
the account of any affiliate.

(v) Other transactional services. Pro-
viding to customers as agent trans-
actional services with respect to swaps
and similar transactions, any trans-
action described in paragraph (b)(8) of
this section, any transaction that is
permissible for a state member bank,
and any other transaction involving a
forward contract, option, futures, op-
tion on a futures or similar contract
(whether traded on an exchange or not)
relating to a commodity that is traded
on an exchange.

(8) Investment transactions as prin-
cipal—({) Underwriting and dealing in
government obligations and money market
instruments. Underwriting and dealing
in obligations of the United States,
general obligations of states and their
political subdivisions, and other obli-
gations that state member banks of the

other than NASDAQ or an exchange, if the
company or its affiliate does not enter price
quotations on different sides of the market
for a particular security during any two-day
period.
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Federal Reserve System may be au-
thorized to underwrite and deal in
under 12 U.S.C. 24 and 335, including
banker’s acceptances and certificates
of deposit, under the same limitations
as would be applicable if the activity
were performed by the bank holding
company’s subsidiary member banks or
its subsidiary nonmember banks as if
they were member banks.

(ii) Investing and trading activities. En-
gaging as principal in:

(A) Foreign exchange;

(B) Forward contracts, options, fu-
tures, options on futures, swaps, and
similar contracts, whether traded on
exchanges or not, based on any rate,
price, financial asset (including gold,
silver, platinum, palladium, copper, or
any other metal approved by the
Board), nonfinancial asset, or group of
assets, other than a bank-ineligible se-
curity,? if:

(I) A state member bank is author-
ized to invest in the asset underlying
the contract;

(2) The contract requires cash settle-
ment; or

(3) The contract allows for assign-
ment, termination, or offset prior to
delivery or expiration, and the com-
pany makes every reasonable effort to
avoid taking or making delivery; and

(C) Forward contracts, options,10 fu-
tures, options on futures, swaps, and
similar contracts, whether traded on
exchanges or not, based on an index of
a rate, a price, or the value of any fi-
nancial asset, nonfinancial asset, or
group of assets, if the contract requires
cash settlement.

9 A bank-ineligible security is any security
that a state member bank is not permitted
to underwrite or deal in under 12 U.S.C. 24
and 335.

10This reference does not include acting as
a dealer in options based on indices of bank-
ineligible securities when the options are
traded on securities exchanges. These op-
tions are securities for purposes of the fed-
eral securities laws and bank-ineligible secu-
rities for purposes of section 20 of the Glass-
Steagall Act, 12 U.S.C. 337. Similarly, this
reference does not include acting as a dealer
in any other instrument that is a bank-ineli-
gible security for purposes of section 20. A
bank holding company may deal in these in-
struments in accordance with the Board’s or-
ders on dealing in bank-ineligible securities.
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(iii) Buying and selling bullion, and re-
lated activities. Buying, selling and stor-
ing bars, rounds, bullion, and coins of
gold, silver, platinum, palladium, cop-
per, and any other metal approved by
the Board, for the company’s own ac-
count and the account of others, and
providing incidental services such as
arranging for storage, safe custody, as-
saying, and shipment.

(9) Management consulting and coun-
seling activities—(i) Management con-
sulting. (A) Providing management con-
sulting advice: 11

(I) On any matter to unaffiliated de-
pository institutions, including com-
mercial banks, savings and loan asso-
ciations, savings banks, credit unions,
industrial banks, Morris Plan banks,
cooperative banks, industrial loan
companies, trust companies, and
branches or agencies of foreign banks;

(2) On any financial, economic, ac-
counting, or audit matter to any other
company.

(B) A company conducting manage-
ment consulting activities under this
subparagraph and any affiliate of such
company may not:

(I) Own or control, directly or indi-
rectly, more than 5 percent of the vot-
ing securities of the client institution;
and

(2) Allow a management official, as
defined in 12 CFR 212.2(h), of the com-
pany or any of its affiliates to serve as
a management official of the client in-
stitution, except where such inter-
locking relationship is permitted pur-
suant to an exemption granted under 12
CFR 212.4(b) or otherwise permitted by
the Board.

(C) A company conducting manage-
ment consulting activities may provide
management consulting services to
customers not described in paragraph
(0)(9(E)(A)(T) of this section or regard-
ing matters not described in paragraph
(B)(9)(HA)(A)(2) of this section, if the
total annual revenue derived from

11Tn performing this activity, bank holding

companies are not authorized to perform
tasks or operations or provide services to cli-
ent institutions either on a daily or con-
tinuing basis, except as necessary to instruct
the client institution on how to perform
such services for itself. See also the Board’s
interpretation of bank management con-
sulting advice (12 CFR 225.131).
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those management consulting services
does not exceed 30 percent of the com-
pany’s total annual revenue derived
from management consulting activi-
ties.

(i1) Employee benefits consulting serv-
ices. Providing consulting services to
employee benefit, compensation and
insurance plans, including designing
plans, assisting in the implementation
of plans, providing administrative serv-
ices to plans, and developing employee
communication programs for plans.

(iii) Career counseling services. Pro-
viding career counseling services to:

(A) A financial organization!2 and in-
dividuals currently employed by, or re-
cently displaced from, a financial orga-
nization;

(B) Individuals who are seeking em-
ployment at a financial organization;
and

(C) Individuals who are currently em-
ployed in or who seek positions in the
finance, accounting, and audit depart-
ments of any company.

(10) Support services—(i) Courier serv-
ices. Providing courier services for:

(A) Checks, commercial papers, docu-
ments, and written instruments (ex-
cluding currency or bearer-type nego-
tiable instruments) that are exchanged
among banks and financial institu-
tions; and

(B) Audit and accounting media of a
banking or financial nature and other
business records and documents used in
processing such media.13

(ii) Printing and selling MICR-encoded
items. Printing and selling checks and
related documents, including corporate
image checks, cash tickets, voucher
checks, deposit slips, savings with-
drawal packages, and other forms that
require Magnetic Ink Character Rec-
ognition (MICR) encoding.

12 Financial organization refers to insured
depository institution holding companies
and their subsidiaries, other than non-
banking affiliates of diversified savings and
loan holding companies that engage in ac-
tivities not permissible under section 4(c)(8)
of the Bank Holding Company Act (12 U.S.C.
1842(c)(8)).

13See also the Board’s interpretation on
courier activities (12 CFR 225.129), which sets
forth conditions for bank holding company
entry into the activity.
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(11) Insurance agency and under-
writing—(i) Credit insurance. Acting as
principal, agent, or broker for insur-
ance (including home mortgage re-
demption insurance) that is:

(A) Directly related to an extension
of credit by the bank holding company
or any of its subsidiaries; and

(B) Limited to ensuring the repay-
ment of the outstanding balance due on
the extension of credit14 in the event of
the death, disability, or involuntary
unemployment of the debtor.

(i1) Finance company subsidiary. Act-
ing as agent or broker for insurance di-
rectly related to an extension of credit
by a finance company® that is a sub-
sidiary of a bank holding company, if:

(A) The insurance is limited to ensur-
ing repayment of the outstanding bal-
ance on such extension of credit in the
event of loss or damage to any prop-
erty used as collateral for the exten-
sion of credit; and

(B) The extension of credit is not
more than $10,000, or $25,000 if it is to
finance the purchase of a residential
manufactured home6 and the credit is
secured by the home; and

(C) The applicant commits to notify
borrowers in writing that:

(I) They are not required to purchase
such insurance from the applicant;

(2) Such insurance does not insure
any interest of the borrower in the col-
lateral; and

(3) The applicant will accept more
comprehensive property insurance in
place of such single-interest insurance.

14 Extension of credit includes direct loans to

borrowers, loans purchased from other lend-
ers, and leases of real or personal property so
long as the leases are nonoperating and full-
payout leases that meet the requirements of
paragraph (b)(3) of this section.

15 Finance company includes all non-deposit-
taking financial institutions that engage in
a significant degree of consumer lending (ex-
cluding lending secured by first mortgages)
and all financial institutions specifically de-
fined by individual states as finance compa-
nies and that engage in a significant degree
of consumer lending.

16These limitations increase at the end of
each calendar year, beginning with 1982, by
the percentage increase in the Consumer
Price Index for Urban Wage Earners and
Clerical Workers published by the Bureau of
Labor Statistics.
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(iii) Insurance in small towns. Engag-
ing in any insurance agency activity in
a place where the bank holding com-
pany or a subsidiary of the bank hold-
ing company has a lending office and
that:

(A) Has a population not exceeding
5,000 (as shown in the preceding decen-
nial census); or

(B) Has inadequate insurance agency
facilities, as determined by the Board,
after notice and opportunity for hear-
ing.

(iv) Insurance-agency activities con-
ducted on May 1, 1982. Engaging in any
specific insurance-agency activity1? if
the bank holding company, or sub-
sidiary conducting the specific activ-
ity, conducted such activity on May 1,
1982, or received Board approval to con-
duct such activity on or before May 1,
1982.18 A bank holding company or sub-
sidiary engaging in a specific insurance
agency activity under this clause may:

(A) Engage in such specific insurance
agency activity only at locations:

(I) In the state in which the bank
holding company has its principal
place of business (as defined in 12
U.S.C. 1842(d)):

(2) In any state or states imme-
diately adjacent to such state; and

(3) In any state in which the specific
insurance-agency activity was con-
ducted (or was approved to be con-
ducted) by such bank holding company
or subsidiary thereof or by any other
subsidiary of such bank holding com-
pany on May 1, 1982; and

17Nothing contained in this provision shall
preclude a bank holding company subsidiary
that is authorized to engage in a specific in-
surance-agency activity under this clause
from continuing to engage in the particular
activity after merger with an affiliate, if the
merger is for legitimate business purposes
and prior notice has been provided to the
Board.

18For the purposes of this paragraph, ac-
tivities engaged in on May 1, 1982, include ac-
tivities carried on subsequently as the result
of an application to engage in such activities
pending before the Board on May 1, 1982, and
approved subsequently by the Board or as
the result of the acquisition by such com-
pany pursuant to a binding written contract
entered into on or before May 1, 1982, of an-
other company engaged in such activities at
the time of the acquisition.

91

§225.28

(B) Provide other insurance cov-
erages that may become available after
May 1, 1982, so long as those coverages
insure against the types of risks as (or
are otherwise functionally equivalent
to) coverages sold or approved to be
sold on May 1, 1982, by the bank hold-
ing company or subsidiary.

(v) Supervision of retail insurance
agents. Supervising on behalf of insur-
ance underwriters the activities of re-
tail insurance agents who sell:

(A) Fidelity insurance and property
and casualty insurance on the real and
personal property used in the oper-
ations of the bank holding company or
its subsidiaries; and

(B) Group insurance that protects the
employees of the bank holding com-
pany or its subsidiaries.

(vi) Small bank holding companies. En-
gaging in any insurance-agency activ-
ity if the bank holding company has
total consolidated assets of $50 million
or less. A bank holding company per-
forming insurance-agency activities
under this paragraph may not engage
in the sale of life insurance or annu-
ities except as provided in paragraphs
(b)(11) (i) and (iii) of this section, and it
may not continue to engage in insur-
ance-agency activities pursuant to this
provision more than 90 days after the
end of the quarterly reporting period in
which total assets of the holding com-
pany and its subsidiaries exceed $50
million.

(vil) Insurance-agency activities con-
ducted before 1971. Engaging in any in-
surance-agency activity performed at
any location in the United States di-
rectly or indirectly by a bank holding
company that was engaged in insur-
ance-agency activities prior to January
1, 1971, as a consequence of approval by
the Board prior to January 1, 1971.

(12) Community development activities—
(i) Financing and investment activities.
Making equity and debt investments in
corporations or projects designed pri-
marily to promote community welfare,
such as the economic rehabilitation
and development of low-income areas
by providing housing, services, or jobs
for residents.

(i1) Adwvisory activities. Providing advi-
sory and related services for programs
designed primarily to promote commu-
nity welfare.
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(13) Money orders, savings bonds, and
traveler’s checks. The issuance and sale
at retail of money orders and similar
consumer-type payment instruments;
the sale of U.S. savings bonds; and the
issuance and sale of traveler’s checks.

(14) Data processing. (i) Providing
data processing and data transmission
services, facilities (including data proc-
essing and data transmission hardware,
software, documentation, or operating
personnel), data bases, advice, and ac-
cess to such services, facilities, or data
bases by any technological means, if:

(A) The data to be processed or fur-
nished are financial, banking, or eco-
nomic; and

(B) The hardware provided in connec-
tion therewith is offered only in con-
junction with software designed and
marketed for the processing and trans-
mission of financial, banking, or eco-
nomic data, and where the general pur-
pose hardware does not constitute
more than 30 percent of the cost of any
packaged offering.

(ii) A company conducting data proc-
essing and data transmission activities
may conduct data processing and data
transmission activities not described in
paragraph (b)(14)(i) of this section if
the total annual revenue derived from
those activities does not exceed 30 per-
cent of the company’s total annual rev-
enues derived from data processing and
data transmission activities.

Subpart D—Control and
Divestiture Proceedings

§225.31 Control proceedings.

(a) Preliminary determination of con-
trol. (1) The Board may issue a prelimi-
nary determination of control under
the procedures set forth in this section
in any case in which:

(i) Any of the presumptions of con-
trol set forth in paragraph (d) of this
section is present; or

(ii) It otherwise appears that a com-
pany has the power to exercise a con-
trolling influence over the manage-
ment or policies of a bank or other
company.

(2) If the Board makes a preliminary
determination of control under this
section, the Board shall send notice to
the controlling company containing a
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statement of the facts upon which the
preliminary determination is based.

(b) Response to preliminary determina-
tion of control. Within 30 calendar days
of issuance by the Board of a prelimi-
nary determination of control or such
longer period permitted by the Board,
the company against whom the deter-
mination has been made shall:

(1) Submit for the Board’s approval a
specific plan for the prompt termi-
nation of the control relationship;

(2) File an application under subpart
B or C of this regulation to retain the
control relationship; or

(3) Contest the preliminary deter-
mination by filing a response, setting
forth the facts and circumstances in
support of its position that no control
exists, and, if desired, requesting a
hearing or other proceeding.

(c) Hearing and final determination. (1)
The Board shall order a formal hearing
or other appropriate proceeding upon
the request of a company that contests
a preliminary determination that the
company has the power to exercise a
controlling influence over the manage-
ment or policies of a bank or other
company, if the Board finds that mate-
rial facts are in dispute. The Board
may also in its discretion order a for-
mal hearing or other proceeding with
respect to a preliminary determination
that the company controls voting secu-
rities of the bank or other company
under the presumptions in paragraph
(d)(1) of this section.

(2) At a hearing or other proceeding,
any applicable presumptions estab-
lished by paragraph (d) of this section
shall be considered in accordance with
the Federal Rules of Evidence and the
Board’s Rules of Practice for Formal
Hearings (12 CFR part 263).

(3) After considering the submissions
of the company and other evidence, in-
cluding the record of any hearing or
other proceeding, the Board shall issue
a final order determining whether the
company controls voting securities, or
has the power to exercise a controlling
influence over the management or poli-
cies, of the bank or other company. If
a control relationship is found, the
Board may direct the company to ter-
minate the control relationship or to
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file an application for the Board’s ap-
proval to retain the control relation-
ship under subpart B or C of this regu-
lation.

(d) Rebuttable presumptions of control.
The following rebuttable presumptions
shall be used in any proceeding under
this section:

(1) Control of voting securities—(i) Se-
curities convertible into voting securities.
A company that owns, controls, or
holds securities that are immediately
convertible, at the option of the holder
or owner, into voting securities of a
bank or other company, controls the
voting securities.

(ii) Option or restriction on voting secu-
rities. A company that enters into an
agreement or understanding under
which the rights of a holder of voting
securities of a bank or other company
are restricted in any manner controls
the securities. This presumption does
not apply where the agreement or un-
derstanding:

(A) Is a mutual agreement among
shareholders granting to each other a
right of first refusal with respect to
their shares;

(B) Is incident to a bona fide loan
transaction; or

(C) Relates to restrictions on trans-
ferability and continues only for the
time necessary to obtain approval from
the appropriate Federal supervisory
authority with respect to acquisition
by the company of the securities.

(2) Control over company—(i) Manage-
ment agreement. A company that enters
into any agreement or understanding
with a bank or other company (other
than an investment advisory agree-
ment), such as a management contract,
under which the first company or any
of its subsidiaries directs or exercises
significant influence over the general
management or overall operations of
the bank or other company controls
the bank or other company.

(i1) Shares controlled by company and
associated individuals. A company that,
together with its management officials
or controlling shareholders (including
members of the immediate families of
either), owns, controls, or holds with
power to vote 25 percent or more of the
outstanding shares of any class of vot-
ing securities of a bank or other com-
pany controls the bank or other com-
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pany, if the first company owns, con-
trols, or holds with power to vote more
than 5 percent of the outstanding
shares of any class of voting securities
of the bank or other company.

(iii) Common management officials. A
company that has one or more manage-
ment officials in common with a bank
or other company controls the bank or
other company, if the first company
owns, controls or holds with power to
vote more than 5 percent of the out-
standing shares of any class of voting
securities of the bank or other com-
pany, and no other person controls as
much as 5 percent of the outstanding
shares of any class of voting securities
of the bank or other company.

(iv) Shares held as fiduciary. The pre-
sumptions in paragraphs (d)(2) (ii) and
(iii) of this section do not apply if the
securities are held by the company in a
fiduciary capacity without sole discre-
tionary authority to exercise the vot-
ing rights.

(e) Presumption of non-control—(1) In
any proceeding under this section,
there is a presumption that any com-
pany that directly or indirectly owns,
controls, or has power to vote less than
5 percent of the outstanding shares of
any class of voting securities of a bank
or other company does not have con-
trol over that bank or other company.

(2) In any proceeding under this sec-
tion, or judicial proceeding under the
BHC Act, other than a proceeding in
which the Board has made a prelimi-
nary determination that a company
has the power to exercise a controlling
influence over the management or poli-
cies of the bank or other company, a
company may not be held to have had
control over the bank or other com-
pany at any given time, unless that
company, at the time in question, di-
rectly or indirectly owned, controlled,
or had power to vote 5 percent or more
of the outstanding shares of any class
of voting securities of the bank or
other company, or had already been
found to have control on the basis of
the existence of a controlling influence
relationship.

[Reg. Y, 49 FR 818, Jan. 5, 1984, as amended at
58 FR 474, Jan. 6, 1993; Reg. Y, 62 FR 9338,
Feb. 28, 1997]
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Subpart E—Change in Bank
Control

SOURCE: Reg. Y, 62 FR 9338, Feb. 28, 1997,
unless otherwise noted.

§225.41 Transactions requiring prior
notice.

(a) Prior notice requirement. Any per-
son acting directly or indirectly, or
through or in concert with one or more
persons, shall give the Board 60 days’
written notice, as specified in §225.43 of
this subpart, before acquiring control
of a state member bank or bank hold-
ing company, unless the acquisition is
exempt under §225.42.

(b) Definitions. For purposes of this
subpart:

(1) Acquisition includes a purchase,
assignment, transfer, or pledge of vot-
ing securities, or an increase in per-
centage ownership of a state member
bank or a bank holding company re-
sulting from a redemption of voting se-
curities.

(2) Acting in concert includes knowing
participation in a joint activity or par-
allel action towards a common goal of
acquiring control of a state member
bank or bank holding company wheth-
er or not pursuant to an express agree-
ment.

(3) Immediate family includes a per-
son’s father, mother, stepfather, step-

mother, brother, sister, stepbrother,
stepsister, son, daughter, stepson, step-
daughter, grandparent, grandson,

granddaughter, father-in-law, mother-
in-law, brother-in-law, sister-in-law,
son-in-law, daughter-in-law, the spouse
of any of the foregoing, and the per-
son’s spouse.

(c) Acquisitions requiring prior notice—
(1) Acquisition of control. The acquisi-
tion of voting securities of a state
member bank or bank holding company
constitutes the acquisition of control
under the Bank Control Act, requiring
prior notice to the Board, if, imme-
diately after the transaction, the ac-
quiring person (or persons acting in
concert) will own, control, or hold with
power to vote 25 percent or more of any
class of voting securities of the institu-
tion.

(2) Rebuttable presumption of control.
The Board presumes that an acquisi-
tion of voting securities of a state
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member bank or bank holding company
constitutes the acquisition of control
under the Bank Control Act, requiring
prior notice to the Board, if, imme-
diately after the transaction, the ac-
quiring person (or persons acting in
concert) will own, control, or hold with
power to vote 10 percent or more of any
class of voting securities of the institu-
tion, and if:

(i) The institution has registered se-
curities under section 12 of the Securi-
ties Exchange Act of 1934 (15 U.S.C.
781); or

(ii) No other person will own, control,
or hold the power to vote a greater per-
centage of that class of voting securi-
ties immediately after the trans-
action.!

(d) Rebuttable presumption of concerted
action. The following persons shall be
presumed to be acting in concert for
purposes of this subpart:

(1) A company and any controlling
shareholder, partner, trustee, or man-
agement official of the company, if
both the company and the person own
voting securities of the state member
bank or bank holding company;

(2) An individual and the individual’s
immediate family;

(3) Companies under common control;

(4) Persons that are parties to any
agreement, contract, understanding,
relationship, or other arrangement,
whether written or otherwise, regard-
ing the acquisition, voting, or transfer
of control of voting securities of a
state member bank or bank holding
company, other than through a rev-
ocable proxy as described in
§225.42(a)(5) of this subpart;

(5) Persons that have made, or pro-
pose to make, a joint filing under sec-
tions 13 or 14 of the Securities Ex-
change Act of 1934 (15 U.S.C. 78m or
78n), and the rules promulgated there-
under by the Securities and Exchange
Commission; and

(6) A person and any trust for which
the person serves as trustee.

(e) Acquisitions of loans in default. The
Board presumes an acquisition of a

1If two or more persons, not acting in con-

cert, each propose to acquire simultaneously
equal percentages of 10 percent or more of a
class of voting securities of the state mem-
ber bank or bank holding company, each per-
son must file prior notice to the Board.
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loan in default that is secured by vot-
ing securities of a state member bank
or bank holding company to be an ac-
quisition of the underlying securities
for purposes of this section.

(f) Other transactions. Transactions
other than those set forth in paragraph
(c) of this section resulting in a per-
son’s control of less than 25 percent of
a class of voting securities of a state
member bank or bank holding company
are not deemed by the Board to con-
stitute control for purposes of the
Bank Control Act.

(g) Rebuttal of presumptions. Prior no-
tice to the Board is not required for
any acquisition of voting securities
under the presumption of control set
forth in this section, if the Board finds
that the acquisition will not result in
control. The Board shall afford any
person seeking to rebut a presumption
in this section an opportunity to
present views in writing or, if appro-
priate, orally before its designated rep-
resentatives at an informal conference.

§225.42 Transactions
prior notice.

not requiring

(a) Exempt transactions. The following
transactions do not require notice to
the Board under this subpart:

(1) Existing control relationships. The
acquisition of additional voting securi-
ties of a state member bank or bank
holding company by a person who:

(i) Continuously since March 9, 1979
(or since the institution commenced
business, if later), held power to vote 25
percent or more of any class of voting
securities of the institution; or

(ii) Is presumed, under §225.41(c)(2) of
this subpart, to have controlled the in-
stitution continuously since March 